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THE MEANING OF ACCOUNTING 
EDUCATION 


A. C. LITTLETON 


HEN WE think of preparation for a 
W professional career in accountancy, 

two elements come to mind which 
are written into most CPA laws, namely, 
experience and education. Usually ‘“‘ex- 
perience’ is thought of narrowly as prac- 
tical accounting work, and “‘education”’ as 
consisting of general rather than technical 
studies. 

Are these prerequisits two different ways 
of leaning, that is, by practice and by 
study? Do they suggest that accounting 
should be learned by practice in an office 
and other matters learned by study in 
school? Can the two prerequisits be com- 
bined in order to supplement each other? 
Can undirected study supplement ac- 
counting office work in a satisfactory man- 
ner, and can simulated practice be a satis- 
factory supplement to teacher-directed 
study in school? Are alternative approaches 
to the profession implied in the two pre- 
requisits? Are experience and education 
merely variations of one approach because 
all education is a complex made up of dif- 
ferent experiences and all experience is 
educational in effect? 

At the center of any kind of education 
there is always the idea of a learner learn- 
ing. Learning is an activity directed at 
gaining experience. Experience may be 
gained in two ways, personally and vicari- 
ously. Personal experience may be obtained 
by simple trial and error. Often personal 
experience is obtained from observation. 


The observer learns to duplicate what an- 
other does in his presence. To gain experi- 
ence vicariously however is to act on a 
different level. Here learning makes use of 
generalized experiences. These are broken 
down into simulated experience and codi- 
fied experience. In the first class are prob- 
lems and experiments which offer concise 
substitutes for larger real actions but which 
are nonetheless typical of actual life. Codi- 
fied experience is the compressed results of 
many isolated trials. This treatment of 
experience produces generalizations, prin- 
ciples, theories, explanations. 

Along with the learner learning there is 
usually a teacher teaching. Teaching is an 
activity directed at facilitating learning; it 
may be informal or formal. The most in- 
formal and unconscious teaching is that 
which is purely cooperative. Two bear 
cubs busily cuffing and clawing at each 
other are teaching useful arts to bears. The 
junior assistant is learning informally when 
he is cooperating with the senior in calling 
over vouchers, and when the older man 
shows the younger how to prepare a 
schedule that is needed at the moment. 

Formal teaching is in some respects on 
a higher plane. Here a planned grading of 
problems and experiments is designed to 
assist the learner to make rapid progress 
along predetermined lines. Also included 
in formal teaching is a careful selection of 
generalizations and principles which will 
help the learner to understand his hypo- 
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thetical exercises and to see their interrela- 
tion. 

It is the function of the teacher there- 
fore, first, to act as a guide through a maze 
familiar to him but obscure to the learner, 
and second, to act as a planner to select 
and arrange accumulated experience so 
that the learning process will be speeded, 
broadened and deepened. Teaching also 
has a responsibility for improving motiva- 
tion when necessary. Natural ability to 
work now for a dimly perceived future 
seems to vary greatly among individual 
learners. Hence part of the service the 
teacher should perform is to supplement 
self-motivation. He is also called upon to 
supplement as best he can the varying 
. capacity of his students to absorb teach- 
ing materials. 

But learning and not teaching is the 
focus of education. The important thing is 
that the learner shall absorb experience. 
Teaching cannot inject knowledge; it can 
only facilitate absorption and direct the 
acquiring of skills. Obviously learning and 
teaching may be combined in varying pro- 
portions. Personal experience and informal 
teaching are usually related. Much educa- 
tion is of the type wherein a minimum of 
systematically organized material and out- 
side help is combined with a maximum of 
self-motivated natural capacity to learn. 
On the other hand, vicarious learning and 
formal teaching usually go together. They 
do not offer a substitute for personal ex- 
perience but provide a quicker journey 
over a larger territory. 

Fundamentally education is experience. 
Getting an education is getting experi- 
ence. Providing an education is a matter of 
selecting experiences out of a vast store 
and adopting them to the available time 
and capacity of the learner. A good educa- 
tion will be one in which teaching and 
learning have worked together so effec- 
tively that, regardless of the proportion of 
one to the other, the individual concerned 
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will not only be able to act but also to 
understand; not only to understand but 
also to act. If the “whys” are neglected, 
the learning process will produce only a 
limited ability to deal with new situations 
even though teaching has been concrete 
and objective. If the “hows” are neglected, 
the experience obtained will be so abstract 
as to be of small real usefulness. 

Education for a career in accountancy, 
then, as in all education, has the objec- 
tive of preparing individuals to act in 
certain ways with understanding. It, too, 
is a union of teaching and learning, com- 
bined in differing proportions. No single 
combination is the best under all circum- 
stances. Almost any avenue of accounting 
education is capable of yielding good re- 
sults under suitable conditions. 

A complete education will take more 
time than an incomplete education. An in- 
complete education can be accomplished 
with a minimum of formal teaching; a 
more complete preparation usually leans 
heavily upon the vicarious processes of 
learning. The amount of organized teach- 
ing and outside motivation that is neces- 
sary also varies according to the degree of 
completeness planned for the educational 
preparation. Some people must get what 
they can in a limited time at low cost, 
whereas others can extend the time with 
less regard for total cost. No one would 
expect the two types of preparation to be 
equally productive. The capabilities of 
men of large latent capacities can be de- 
veloped with less teaching in less time than 
is necessary for men with lower native 
ability. Such reasons as these help to ex- 
plain che existence of variety in educa- 
tional programs for accountancy. 

But variety in programs does not depend 
alone on the time factor or the capability 
factor. Programs may differ because the 
intention is to place differing degress of 
emphasis upon accountancy in the midst 
of other subjects. This purpose may of 
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course be influenced in part by the con- 
siderations just mentioned. But emphasis 
may be varied because different men with 
ample capacity and plenty of time may 
have need for differing amounts of ac- 
counting to complete their educational 
intentions. 

Some, because of their intentions, may 
need only an appreciation of accountancy 
as one of a number of social institutions. 
Accounting is used in the social interest as 
an instrument of regulation of business; 
uniform systems of accounts and reports 
have been required in some cases; audits 
may have been prescribed; professional 
accountants are examined and licensed; 
accounting provisions are increasing in 
corporation laws. Such an appreciation 
approach would seem to be a very appro- 
priate one in many educational situations. 
Yet this approach is seldom found among 
the college offerings. Perhaps this develop- 
ment awaits the appearance of authors 
who will rise above technique to write 
about accountancy in its social significance. 

Some people may desire to plan an 
educational program from which among 
other things they wish to gain an under- 
standing of accounting as an instrument 
of executive use. Here the central theme 
of the educational plan would be business 
administration ; accounting like other sub- 
jects would be studied not for itself but as 
an adjunct to organization and adminis- 
tration. Beyond the study of basic ac- 
counting processes which is necessary in 
order to understand the language and in- 
tentions of accounting, emphasis here 
would no doubt be placed upon the mean- 
ing to be found in accounting reports, and 
the interrelation between the facts there 
portrayed and the facts of surrounding 
economic conditions as reflected in sta- 
tistical reports. Instead of stressing tech- 
hiques a good deal of attention would be 
given to the meaning of the items found in 
financial, operating and cost statements, 


217 


and to the significance of the proportion 
to each other of various subtotals and 
balances. Study would be planned of 
trends and tendencies, and of variances 
from standards and departures from prede- 
termined budget estimates. Much time 
would be given to thinking about the ef- 
fect upon an enterprise of a wide variety 
of events, policies, and decisions of rather 
complicated nature, and to considering the 
theories of administration’s dependence 
upon authoritative facts and the theories 
of accounting which influence the provid- 
ing of dependable facts. 

There is a place for programs of this sort. 
Obviously accounting courses here take on 
more prominence than in the program de- 
scribed above. But there should not be 
too many accounting courses. If one or 
two specially designed courses should be 
enough to give the student an appreciation 
of the social service performed by account- 
ing and accountants, perhaps in the busi- 
ness program four to six courses would be 
ample. They should be closely articulated 
to each other however and to the other 
business subject-matter in the program. 
Some of the courses will need to deal with 
bookkeeping techniques and cost finding 
methods. Such courses will give the student 
a foundation in the practical arts of ac- 
counting and help him to understand busi- 
ness and hold his first job. The remaining 
accounting courses could very well be 
much broaders in order to deal interpreta- 
tively with financial and cost reports and 
with the social significance of accounting. 

Still other men wish to approach ac- 
countancy as a profession and their needs 
call for another variety of educational 
program. They could benefit, of course, 
from gaining an appreciation of account- 
ancy as a social institution and from an 
understanding of accountancy in its setting 
of executive use in administration. But 
these specialists must have more than this. 
They must have an intimate and detailed 
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knowledge of accounting ideas and tech- 
niques. They must know good methods 
and bad, and be able to distinguish useful 
from unnecessary procedures; they must 
be acquainted with peculiarities of indus- 
tries and variations between enterprises; 
they must be able to separate acceptable 
reasons from specious arguments. This is a 
formidable array of requirements. A pro- 
gram that will tend to develop powers 
such as these must be quite different from 
those that would be suitable to the other 
purposes. 

Whereas the other two types of program 
may be called General Education and 
Business Education respectively, the third 
would be called Professional Education. 
The pattern of the latter will be different 
because the intention is different. The stu- 
dent of business may be satisfied to under- 
stand accountancy, but the professional 
student must know accountancy. However 
the latter also needs a wide understanding 
of various aspects of business: manufactur- 
ing processes and industrial peculiarities; 
organization problems and management 
policies as to financing, producing and 
marketing; statistics, budgeting, and con- 
trollership. He needs information about 
the problems of investors, about govern- 
mental regulation and taxation of business, 
about business law, especially in regard to 
numerous phases of corporation law. As to 
accountancy, the professional student must 
be skillfully taught a great deal about the 
intricacies and techniques of his subject. 
Auditing has a well-known technique. But 
the solving of CPA problems has a tech- 
nique also. The professional accountant 
needs an ability to penetrate complex 
situations and a skill in marshaling facts. 
These can be developed by work with 
problems. A knowledge of theory too pro- 
vides the basis for a technique—the tech- 
nique of forming good judgments among 
alternatives. 

There are then two interrelated factors 
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which exercise predominating influence 
upon the structure of accounting educa- 
tion: (1) the degree of emphasis that is to 
be given to the formal study of accounting 
in comparison with other subjects, and 
(2) the time which students can afford to 
spend upon formal education of any kind. 
The first of these factors is conditioned 
principally by different theories of how 
best to prepare to succeed in the profes- 
sion; the second is partly conditioned by 
the students’ capacity to learn. 

Little can be said about making avail- 
able different types of programs of profes- 
sional education which will offer clear and 
direct variations according to students’ 
capacity to learn. About all that is being 
done is to see that the subject-matter of a 
given program and the requirements for 
admission and completion are interrelated, 
and to plan teaching methods so that they 
will take into consideration the students’ 
maturity, experience, and previous educa- 
tional record. Within these limits a variety 
of useful programs would be possible, but 
they would be only loosely adopted to 
specific levels of capacity. 

Little basis exists as yet for definite 
statements that such and such amount of 
preparation of this and that kind is neces- 
sary for a successful career in professional 
accounting. There are various theories on 
the subject, but no one theory is likely to 
predominate until we have assembled and 
studied much more experience than is 
now available. An attempt should be made 
to learn what practitioners think of the 
results of different types of preparation 
programs. Every sort of combination of 
factors can produce and has produced suc- 
cessful practitioners. Yet out of wide 
variety there must be some combinations 
which seem to work better than others. 

About the time factor, something more 
definite can be said at this time. When 4 
maximum of useful preparation is desired 
in a minimum of time, there will be @ 


tende 
alone 
aside 
toge 
need 
grou} 
are 
or b 
but ! 
of ac 
educ 
ing 
tion 
have 
alon 
ma 
cour 
in d 
peri 
und 
hou 
se 
nec 
unc 
sup 
anc 
int 
one 
sul 
dit 
ad 
no 
tio 
it 
de 
pe 
to 
fu 


The Meaning of Accounting Education 


tendency to stress accounting techniques 
alone, thus putting business education 
aside as secondary and abandoning all- 
together general education above the high 
school. Obviously educational facilities are 
needed that meet these conditions. Two 
groups particularly would be served. First 
are those who have had general education 
or business education in sufficient measure 
but have later decided to add a knowledge 
of accountancy. They need supplementary 
education either in conjunction with work- 
ing experience in accounting or in anticipa- 
tion of it. Then there are those who, for 
reasons of cost or lack of opportunity, 
have had little or no formal education 
along general lines or in business. They 
may decide that some education in ac- 
counting techniques will give them a start 
in a field where they expect personal ex- 
perience to extend their training. 

Intensely specialized programs of study 
undoubtedly have a place. Classes after 
hours and correspondence courses often 
serve a very useful purpose in this con- 
nection. But intensive specialization works 
under very definite limitations. If used to 
supplement prior general education, some 
disadvantage may appear because prior 
and present subject-matter are not well 
interwoven. Generally speaking the best 
time to study the elementary aspects of 
one subject is at the time other elementary 
subjects are also in progress. Various con- 
ditions may interfere with a complete 
adoption of such a program but that does 
not, I think, negative the proposition as 
good educational theory. When specializa- 
tion in technique stands very much alone 
it cannot be expected to lay down a very 
deep foundation for a career. In fact, it is 
perhaps better described as providing only 
an introduction to an opportunity to try 
to build a career mainly upon personal 
experience. That avenue has been success- 
fully followed many times. 

Has everything been done that can be 
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done to orient a relatively short program 
of intensive study of accounting tech- 
niques to the particular function it is to 
perform and to adjust it to the particular 
needs of definite types of individuals? An 
offhand answer is difficult. Perhaps thor- 
oughgoing educational research would pro- 
vide a basis for considering the question. 
But it would seem clear that a given pro- 
gram could not adequately serve widely 
different individuals. 

The educational program might also be 
studied under an assumption that for an- 
alytical purposes the time factor could be 
ignored. Attention could then be given to 
the problem of program content regardless 
of the time it might seem to call for in 
actual use. A complete education for a 
career in professional accounting would 
necessarily be extensive; probably it should 
run longer than four years. It should be in- 
clusive, that is, cover an adequate general 
education and a thorough business educa- 
tion in addition to an extensive education 
in accountancy as such. The method 
should be one that used a judicious com- 
bination of vicarious experience (texts and 
problems) and perscnal experience (staff 
school and accounting employment). 

Certain prerequisites would be neces- 
sary: (1) For best results students would 
need to make an early choice of the field 
and have the necessary time, money, and 
ability to benefit from an extended prepa- 
ration; (2) suitable educational programs 
would have to be available or be organized, 
(3) extensive cooperation would need to 
be given by professional firms by means of 
interim employment, transition schools, 
and continuation of staff education be- 
yond the CPA certificate. Such a list of 
prerequisits may seem discouraging; but 
there is nothing impossible in it, The most 
difficult to overcome is the first item. 
Many men decide early upon a career in 
medicine, law or religion. Many could do so 
in accountancy as well. 
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There may be other handicaps to the 
development of a really complete program. 
Are we convinced that the public interest 
and the future welfare of the profession 
make attempts advisable to provide a 
more extensive and complete education in 
this field? Are practitioners ready to ex- 
tend the kind and amount of cooperation 
that is necessary? Do we believe with good 
reason that teaching materials of adequate 
variety and good quality are ready or could 
soon be made ready for such a program? 
Has there been sufficient debate about dif- 
ferent types of educational approach so 
that their relative usefulness can be ap- 
praised? Has enough consideration been 
given to the relative merits of different 
mixtures or layers of the ingredients of 
general education, business education, ac- 
counting education, working experience? 

Handicaps there may be; but progress 
can be made. Research and debate are 
needed; experimentation would be help- 
ful. A considerable body of opinion could 
no doubt be obtained to reveal various 
ideas of what might constitute an “ade- 
quate” general education where a profes- 
sional accounting career was in view. We 
could explore and explain the word “‘thor- 
ough” as applied to business education and 
“extensive” as applied to accounting edu- 
cation. Continued study of such matters 
could be very fruitful. 

Study of an ideal or complete program 
would probably be of service principally 
as a point of departure. A program com- 
prehending a reasonable length of time 
would stand between a complete program 
and a short, intensive specialization in 
techniques. A middle-ground program 
would include technical aspects of account- 
ing, but without great specialization; it 
would include general and business educa- 
tion, but within closely defined limits. 
Such a program would fit very well into 
the plans of most colleges of commerce and 
schools of business. Since it would usually 
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be limited to four years some subject- 
matter would be omitted or compressed in 
comparison with that of a program where 
more time was available. Where could this 
compression best be made? Would not 
some debate on the “theories” of profes- 
sional education be helpful here? 

What proportion of total available time 
should be devoted to accountancy courses, 
to collateral and related business courses, 
and to general education courses? The 
problem here is not primarily that of estab- 
lishing criteria by which to classify courses 
now Offered; rather it is to formulate con- 
cepts of subject-matter-areas in relation to 
a professional career. Thought needs to be 
given to deciding how each area can con- 
tribute to the development of a profes- 
sional man. It is expected of a professional 
man that he shall be an able technician. 
Can he deserve the designation ‘‘able? in 
such a field as accountancy without being 
well-informed about business organization 
and operation? Can he become suitably in- 
formed in other ways than by personal 
experience? Can he be considered well- 
informed about business without some 
understanding of social organization and 
economic problems in their relation to 
business? Does the prospective profes- 
sional man need to study history? Why? 
How much? Languages, fine arts, mathe- 
matics, science, written composition, pub- 
lic speaking? In each case, why? And how 
much? 

To be acceptable every educational dish 
need not give us directly more power of 
accomplishing the thing intended. Prep- 
aration for a professional career is not all, 
or even mostly, a matter of acquiring tools 
and skills. A profession should rest upon 
wide knowledge rather than narrow train- 
ing. Education can widen our knowledge in 
many indirect and unexpected ways. The 
accounting major who complains that the 
study of a foreign language will not help 
him to become an accountant is thinking 
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of education too narrowly. Although he 
may not take enough language to become 
proficient, he will benefit in increased 
ability to use his own language more effec- 
tively. Mathematics is a useful general 
subject; this is true not because some may 
think accountancy is mathematical, but 
because mathematics trains the student to 
think. So do many other subjects—science, 
law, economics, statistics. When a man 
early learns the art of thinking by practic- 
ing that art in a variety of subjects, he 
becomes increasingly capable of later ap- 
plying in practice a technique of effective 
thinking to the problems of his special 
field. 

This is not the place to deal specifically 
with various possible schemes of appor- 
tioning general, business, and accounting 
courses over two or four or more years of 
study time. The point can be made, how- 
ever, that it is hard to keep from leaning 
too far toward one or the other of the three 
subjects. And a question can be raised 
whether it might not be useful to prepare a 
variety of apportionment schemes and 
then studv the underlying hypothesis of 
each. Architectural students are sketching 
buildings they may never see built; and 
some of the more daring may even be 
thinking beyond present day designs. But 
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they are learning by so doing. In account- 
ing education perhaps we can learn in a 
similar way. 

I suggest a period of educational re- 
search and debate: a time devoted to find- 
ing questions and discussing such answers 
as may be proposed. Some attempts at 
framing questions are indicated above; 
here are more. In how many ways could 
the teaching materials be apportioned into 
different programs of the same length if 
we assume that we have five principal in- 
gredients to deal with: (1) personal experi- 
ence in accounting, (2) formal education 
in accountancy, (3) personal experience in 
business, (4) formal business education, 
(5) formal general education? How could 
apportionment be made in six different 
programs that would vary in length from 
one year to seven? In how many effective 
ways could the sequence of studies be 
arranged in each hypothetical program? 
Would personal experience in accounting 
be best obtained before, during, or after 
formal education? Has the usefulness of 
continuation schools been fully canvassed? 
Of professional schools? Of postgraduate 
schools? What kind of organized education 
is available to men in the profession who 
are no longer junior assistants? For those 
who have become certified? 


THE AUDITING FUNCTION IN THE 
FEDERAL GOVERNMENT 


JorEL HUNTER 


eral accounting is the phase which 
deals with auditing. A review of the 
not inconsiderable literature on federal 
accounting reveals that no inquiry of the 


M Y PART IN this symposium! on fed- 


the April, 1942, issue of ACCOUNTING REVIEW 
(Vol. XVII, No. 2, pp. 73-94). 


auditing function in the federal govern- 
ment seems to have been reported upon 
from the point of view of the professional 
auditor. As a member of this group, I shall 
attempt to deal with the subject from the 
professional auditor’s standpoint, although 
mechanical limitations upon this paper will 
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make it impossible to do more than touch 
upon a number of subjects which are 
worthy of elaboration. 

At the risk of a certain amount of repeti- 
tion, I should like first to attempt a defini- 
tion of some terms which are fundamental 
to our subject. Apparently confusion exists 
concerning the meaning of such terms as 
“accounting” and “auditing” as applied 
in federal practice. 

We are fortunate in having a recent un- 
official definition of the term “‘accounting” 
which satisfies many of the requirements: 

“Accounting is the art of recording, 
classifying and summarizing in a signifi- 
cant manner and in terms of money, trans- 
actions and events which are, in part at 
least, of a financial character, and the 
results thereof.’””? 

This statement is so clear as to require 
little comment. As for auditing, the fol- 
lowing definition appears in one of the 
older standard text books: 

“Auditing is a systematic examination 
of the books and records of a business or 
other organization, in order to ascertain 
or verify, and to report upon, the facts 
regarding its financial operations and the 
results thereof.’ 

The modern concept of the meaning of 
the term auditing is perhaps best expressed 
by a quotation of the specific terms of the 
so-called short form report adopted by the 
American Institute of Accountants with 
the approval of the Securities and Ex- 
change Commission: 

“We have examined the balance-sheet 
of the XYZ Company as of February 28, 
1941, and the statements of income and 
surplus for the fiscal year then ended, have 
reviewed the system of internal control 
and the accounting procedures of the com- 
pany and, without making a detailed 


? American Institute of Accountants, Accounting 
Research Bulletins, p. 58. 

* Montgomery Auditing Theory and Practice, Fourth 
Edition, p. 3. 
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audit of the transactions, have examined or 
tested accounting records of the company 
and other supporting evidence, by meth- 
ods and to the extent we deemed appro- 
priate. Our examination was made in ac- 
cordance with generally accepted auditing 
standards applicable in the circumstances 
and included all procedures which we con- 
sidered necessary. 

In our opinion, the accompanying bal- 
ance-sheet and related statements of in- 
come and surplus present fairly the posi- 
tion of the XYZ Company at February 28, 
1941, and the results of its operations for 
the fiscal year, in conformity with gen- 
erally accepted accounting principles ap- 
plied on a basis consistent with that of the 
preceding year.’” 

Study of the language of this report 
indicates what the auditor does, and, by 
implication, the nature of the process of 
auditing. It is apparent that the auditor 
has (1) examined financial statements, (2) 
reviewed fiscal procedures, and (3) ex- 
pressed his opinion as to authenticity of 
the statements and of the procedure, all 
in accordance with “generally accepted 
auditing standards” and “accounting prin- 
ciples.” It should be fairly clear that 
auditing is basically a review of matters 
primarily related to accounting. This sug- 
gests immediately the relationship be- 
tween the auditor and the enterprise which 
is is called upon to audit. Manifestly a 
proper job of auditing may not be done 
unless there is present that degree of inde- 
pendence which is necessary to support 
complete objectivity. An auditor may not 
be impartial if he has any interest in the 
organization under examination for the 
same reason that a judge may not deter- 
mine a cause in the results of which he has 
the slightest personal interest. The rules of 
professional conduct of the American In- 
stitute of Accountants recognize this and 


* American Institute of Accountants, Statements om 
Auditing Procedure, p. 40. 
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prohibit members from expressing an opin- 
jon with respect to the statements of an 
enterprise in which the member has a per- 
sonal financial interest under certain cir- 
cumstances.® The consensus of the profes- 
sion doubtless goes considerably further 
than the formal rule. The view of one mem- 
ber of the Institute committee on pro- 
fessional ethics is as follows: 

“T believe that our profession and the 
public interest will best be served if we 
maintain a strictly independent status in 
our relations with our clients. It is difficult 
for me to see how an accountant can suc- 
cessfully maintain this status if he acts as 
independent auditor and at the same time 
sits on the board. This is certainly true in 
the case of a corporation operated for 
profit and may be true of an institution, 
which relies on support from the public or 
state. The difficulty, it seems to me lies in 
our inability to foresee occasions of possi- 
ble embarrassment to ourselves or our 
clients. The public is entitled to assume 
that the accountant is completely disin- 
terested, and they cannot have that feeling 
when the auditor has been part of the 
management.’” 

Before departing from the general sub- 
ject of auditing it is perhaps appropriate 
to point out a characteristic of the art of 
accounting which is not always understood 
by persons not members of the accounting 
profession. This attitude may be expressed 
by a question not infrequently asked gen- 
eral accounting practitioners in some such 
forms as this, “How can you audit the 
books of a cotton mill one week, a steel 
plant the next, and a jewelry store, mil- 
linery shop, coal mine and a host of other 
different kinds of business throughout the 
year, all with equal skill?”’ The answer is 
of course, that accounting principles and 
auditing standards exist independently of 


* American Institute of Accountants, Rules of Pro- 
Sessional Conduct, Rule #13. 
* 21 Certified Public Accountant 11. 
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particular kinds of business or other insti- 
tutions. While different business organiza- 
tions may feature particular accounting 
principles and require certain variations in 
the different audit techniques, the arts of 
accounting and auditing do not require 
remaking as the practitioner crosses in- 
dustry boundaries. 

In summary of this discussion of general 
terms, it may therefore be said that an 
audit involves the following basic con- 
siderations: the authentication of financial 
statements, approval of fiscal procedure 
and discharge of financial trusts, by a 
qualified independent person based upon 
personal examination of the facts.’ . 


GOVERNMENTAL AND INSTITUTIONAL 
AUDITING 


We have seen that auditing of various 
business enterprises is basically the same 
regardless of the kind of business or nature 
of the industry. Different techniques are 
applied depending upon circumstances en- 
countered and the personal opinion of the 
auditor. This is true not only of organiza- 
tions organized for profit but of non-profit 
institutions as well, including chartiable 
organizations and units of government. 
The audit of governmental and charitable 
enterprises differs only from the audit of a 
commercial organization as the individual 
requirements may dictate. There is the 
same necessity in government and institu- 
tional auditing for the authentication of 
financial statements and validation of 
whatever fiscal procedure may have been 
employed. It is equal, necessary that 
financial trusts be discharged in govern- 
ment and institutions. The primary differ- 
ence between business and government 
may be stated, in simplest accounting 


7 For extended discussion of present opinion on this 
topic see the publications of the American Institute of 
Accountants, Statements on Auditing Procedure, and 
papers presented at its recent annual meetings. 
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terms, to the effect that business seeks to 
render a service based upon the profit 
motive, while in government the profit 
motive is absent. 

It should be quite obvious that the 
strictest independence of the auditing 
agency is likewise essential in government. 
Just as in private business, this inde- 
pendence must be real and may not be 
jeopardized by the remotest suspicion of 
political or personal bias. Not only must 
there be no actual bias; it is necessary that 
no person should have reasonable cause to 
suspect the possible existence of such bias 
or personal interest. This means the audit- 
ing agency must be completely independ- 
ent of the government which it reviews. 

From a practical standpoint, and in the 
republican form of government, inde- 
pendence of the auditing agency is tradi- 
tionally achieved by placing it under the 
legislative branch. This device satisfies the 
requirement of independence, since under 
our form of government the executive 
branch, by reason of its activities, contain 
the elements which require auditing exam- 
ination. 

The government of the United States is 
the greatest single enterprise ever as- 
sembled by mankind. and yet it is not so 
unique as to require a different statement 
of the rule. Indeed, the very magnitude 
and heterogeneity of its operations are 
such as to call even more imperatively for 
a clear understanding and application of 
basic principles. The war effort, involving 
an enormous expansion of governmental 
activity, further increases this need. The 
federal government is, to the professional 
accountant, merely another accounting 
and auditing problem, incredibly more 
vast and complex, to be sure, but neverthe- 
less subject to the same basic principles 
and standards. 

There is urgent necessity for recognizing 
in the organization of the federal govern- 
ment the distinction between accounting 
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and auditing. It is fundamentally neces. 
sary that the audit of the accounts of the 
federal government be conducted in a way 
which will produce satisfactory results 
when judged by the standards customarily 
employed by members of the accounting 
profession. It is essential that the accounts 
and procedures of the federal government 
be reviewed, the financial statements and 
fiscal procedures authenticated and ap- 
proved, and financial trusts be discharged, 
and that these things be done, according to 
accepted professional standards, by quali- 
fied persons who are independent of the 
executive. There must be nothing sacro- 
sanct about federal financial affairs. The 
government belongs to all the people, and 
they are entitled, at the minimum, to the 
same protection and information as are the 
shareholders of an industrial corporation or 
the contributors to a charitable institution. 


SOME AUDIT TECHNIQUES 


I should like to digress for a time at this 
point, to discuss some of the techniques of 
auditing which have found such general 
acceptance as to be germane to this dis- 
cussion. May I repeat that these techniques 
are applied by the practitioner irrespective 
of the purpose for which the enterprise was 
organized or is operated, and almost en- 
tirely on the basis of circumstances which 
many otherwise diverse institutions may 
have in common. In this writer’s view, 
they are particularly applicable to govern- 
ment. 

In my early days as a junior accountant, 
I returned from an engagement and de- 
livered the working papers to my senior. 
He looked them over and called my atten- 
tion to the omission of some important 
information. As we were pressed for time, I 
went to the telephone and called the book- 
keeper of the business under review and 
secured the information which the senior 
had pointed out as missing. When I turned 
it over to him I was subjected to a scathing 
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lecture in which it was so forcibly pointed 
out that an audit cannot be conducted over 
the telephone, I shall not soon forget it. 
To add to my discomforture I received the 
epithet of ‘telephone auditor” among the 
boys around the office which stayed with 
me for several months. 

This early experience impressed upon me 
very strongly the importance of personal 
contact with the subject matter and per- 
sonalities involved in the audit. Just as a 
physician may not appraise the condition 
of a patient without personal examination, 
neither may an auditor express a profes- 
sional opinion without personal contact 
with the enterprise. Auditing is a pro- 
fessional vocation because of this charac- 
teristic. The entire procedure and result, as 
expressed in the report, is to a very large 
extent a matter of informed professional 
opinion. Such an opinion, to be of any 
value, may not be based upon telephone 
conversations or correspondence either ex- 
clusively or in important part; it must rest 
upon intimate personal contact. 

In a recent famous case, failure of the 
auditors to examine physical inventories 
contributed materially to the failure of the 
audit process to disclose a fraudulent over- 
statement of inventory property in the 
financial statements. Standard auditing 
practice now requires the auditor to make 
some sort of physical contact with the 
merchandise representing inventories.® Of 
what use is it for the auditor to enter a 
warehouse containing many thousands of 
square feet in which sealed cartons said to 
contain merchandise are stored, and to 
spend perhaps one-half a day in counting 
cartons and occasionally opening a carton 
and inspecting the contents? While this 
point is still to a certain extent debatable, 
it is now generally believed by practicing 
accountants that this procedure is prefer- 


* American Institute of Accountants, Statements on 
Auditing Procedure, pp. 5-7. 
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able to complete absence of any contact 
with inventories. 

This brings us to a second technique of 
auditing which is known as sampling or 
test-checking. In the beginning, the pro- 
fessional auditor customarily went over all 
of the figures of the bookkeeper with 
meticulous care, proving each entry as he 
went. As the profession grew its members 
took a larger view. They began to think of 
their work in realistic terms of results to be 
obtained. Under circumstances where the 
accounting procedures are found, upon in- 
vestigation, to be adequate, it came to be 
recognized as unnecessary to retrace each 
step taken by the staff of the accounting 
department. Instead, the auditor will sam- 
ple particular kinds of transactions and 
form conclusions on the basis of the sample 
or test check. The nature of a fraction of 
the transactions has been found to be char- 
acteristic of the nature of the whole. It is 
not to be implied that the auditor will in 
no case check all transactions of a particu- 
lar kind in modern practice. If, however, a 
representative sample consisting of a per- 
centage of transactions, is found to be free 
from essential error, the auditor is justified 
by experience and under standard practice 
in accepting the whole as correct. 

In the application of the principle of 
sampling there is an illustration of the 
necessity for direct personal contact. In 
practice, the auditor may make a pre- 
liminary test of a specified type of trans- 
action. On the basis of this test, he may 
conclude that a more extensive sampling 
process is necessary. In the process of 
making the preliminary test-check the 
auditor may, on the other hand, decide 
that it is not necessary to proceed even as 
far as the extent of the originally con- 
ceived preliminary check. The important 
thing to recognize is the purpose of the 
check, which is simply to furnish the audi- 
tor with a basis for an opinion as to the 
specific problem in hand. 
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A third technique of auditing is the ar- 
rangement of work on particular engage- 
ments and the plan and record of the 
various steps taken during the course of 
any individual examination. In the well 
ordered public accounting office, a work or 
assignment schedule is prepared to indicate 
the various staff members and the time of 
each assigned to particular engagements. 
This is particularly necessary at certain 
times of the year in order to comply with 
report and tax return dead lines. It is es- 
sential at all times in order to provide 
adequate staff and emphasis in proportion 
to relative importance of major task 
groups. The audit program which is pre- 
pared for each engagement includes a de- 
scription of all of the work to be performed. 
It is important to recognize that this pro- 
gram may not be prepared at a distance, 
but must be compiled in the office of the 
organization which is to be examined. This 
is true even in instances where the auditor 
may have acquired considerable familiar- 
ity with the business, based upon succes- 
sive examinations over a period of years. 
While a skeleton or outline program may 
be prepared in the auditor’s office in such 
cases, the man in charge on the ground 
must be given substantial authority to 
vary the program in accordance with his 
his own individual judgment and under 
standard practice and the rules of his or- 
ganization. 

The last technique of auditing to which 
I shall allude has to do with the element of 
surprise. It goes hand in hand with the 
test-check. If management or accounting 
employees do not know when or exactly 
what will be checked or the extent of the 
check which is to be made, the audit proc- 
ess is obviously facilitated and the general 
tone of the organization is improved. 

These major techniques of auditing 
which I have discussed are simply illustra- 
tive of the audit process, and are not to be 
considered as anything approaching a de- 
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finitive statement of what the auditor does, 
They are adverted to in this discussion for 
the purpose of demonstrating the general 
underlying similarity in the audit process, 
whether it be applied to business of this 
kind or that, to non-profit institutions or 
to the federal government. 


THE GENERAL ACCOUNTING OFFICE 


The accounting and auditing activities 
carried on in respect of federal government 
accounts are centralized in the General 
Accounting Office.* This office is headed 
by the Comptroller General and was es- 
tablished by the Budget and Accounting 
Act of 1921.!° The Comptroller General is 
appointed, by its terms, for a period of 15 
years and may not succeed himself. He is 
not subject to control by any other officer 
and is accountable only to the Congress. 

The authority conferred upon the Comp- 
troller General and his office includes the 
“settlement” of accounts, devising and in- 
stalling accounting systems, passing upon 
all financial transactions of the govern- 
ment, and making periodic reports. A large 
part of his work consists of the settlement 
of accounts. Most disbursements of federal 
funds are made by disbursing officers who 
transmit, at monthly intervals, accounts 
current, accompanied by supporting 
vouchers, to the General Accounting Of- 
fice. In this office a careful examination is 
made of each item of disbursement on the 
basis of vouchers presented. If any particu- 
lar item is questioned, correspondence en- 
sues and the disbursements may be al- 
lowed or suspended. If the General Ac- 
counting Office finds that an expenditure 
made by a disbursing officer is illegal, the 


® See The Compiroller General by Harvey C. Mans- 
field, (New Haven: Yale University Press, 1939). 
The Federal Financial System by Daniel T. Selko, 
(Washington: The Brookings Institution, 1940.) and 
Accounting Procedures of the U. S. Government by E. F. 
Bartelt (Chicago: Public Administration Service, 
1940) for various views on this subject. 

10 42 Stat. L. 20 (1921). 
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usual procedure is for a decision to be 
entered to that effect, and for the disburs- 
ing officer to be held personally liable for 
the refund of the amount involved. Collec- 
tion may be made by deduction from 
salaries or other credits, and, as a last re- 
sort, by action on the officer’s bond. 

Decisions of the Comptroller General 
are frequently lengthy and highly involved 
documents. During the life of this agency 
there has arisen a large body of “common 
law” dealing with the subject of the legal- 
ity of federal expenditures." Decisions may 
also be made by the Comptroller General 
in advance of actual expenditure. 

The Comptroller General has instituted 
the process known as preaudit. This is 
evoked on a volunteer basis (but in only 
3 to 5 per cent of all federal expenditures) 
and involves submission of the documents 
to the Comptroller General before the ex- 
penditure is made. Objections have been 
made to the preaudit on the basis of the 
length of time required to obtain preaudit 
clearing. 

Other important duties include the 
countersigning of warrants and requisitions 
and prescribing accounting systems. Since 
the Comptroller General examines the ac- 
counts of disbursing officers only and not 
departmental or treasury accounts, he is 
not in the most favorable position to en- 
force the requirements of any accounting 
system which he might devise. 

The Comptroller General has custody of 
all original contracts, payroll and other 
vouchers, canceled checks and similar 
documents. The Comptroller General may 
also receive and pass upon claims against 
the government which disbursing officers 
have declined to pay. 

From this too brief review it is evident 
that the work of accounting and auditing 
which takes place in the General Account- 


“In the fiscal year 1940 alone 2,175 decisions were 
rendered. (Annual Report of the Comptroller General 
of the U. S., year ended June 30, 1940, p. 1.) 
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ing Office is inextricably intermingled. Al- 
though emissaries of this office have gone 
to the field upon numerous occasions, by 
far the greater part of its work is done in 
its own office in Washington.” A further 
consideration, which is frequently over- 
looked, is that the Comptroller General 
may, by law and his own interpretation 
thereof, question particular expenditures 
only on the basis of legality. He seems 
thereby effectively prevented from raising 
issues on the points of expediency or 
economy.” 

From the auditing standpoint the Comp- 
troller General attempts to secure an ef- 
fective review on all the expenditures of 
the federal government by a meticulous 
examination of vouchers presented by dis- 
bursing officers. Most of the energy and 
effort of this agency is directed to this end. 
While keeping the books on disbursements, 
the Comptroller General audits the ac- 
counts of disbursing officers after his own 
fashion, very much in the manner that a 
corporation home office audits an imprest 
petty cash fund submitted by one of its 
branches, but with one important differ- 
ence; the test of each expenditure is 
whether authorized by law. This attitude 
toward public service is perhaps well ex- 
pressed by the following quotation: 

“There can be no better discharge of 
any public officer of the responsibility 
thrust upon him than a certificate from an 
independent agency that it has audited 
and settled his accounts and has found 


12 The same, page 17, contains the statement, ““Dur- 
ing the fiscal year there were more than 100 employees 
regularly assigned to field duties. .. .” The personnel 
of the office on June 30, 1940 is given on p. 3 as 5,195. 

13 “Since legality is the test, it is to be expected that 
economy in inistration do not 
result. Instances abound of practices required by de- 
cisions of the Comptroller General that are i 
to observe when better results could be obtained more 
quickly and less expensively by different practices.” 

the discussion by Mansfield in ‘‘President’s Com- 
mittee on Administrativ t, Report 
Special Studies.” (Washington: U. S. Government 
Printing Office, 1937) pp. 176 and 177. 
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that he has performed his duties according 
to law.’ 

Such an attitude is also expressed by the 
adage to the effect that the man who does 
nothing makes no mistakes. 

The interest and attention of the Gen- 
eral Accounting Office are focused upon 
the minutiae of fiscal affairs with the re- 
sult that the overall picture becomes com- 
pletely obscured. With all of the accumu- 
lation of documents and work in this office 
no regular periodic financial statements or 
reports are issued. By the promulgation 
of a highly elaborate and involved body of 
“common law” governing federal expendi- 
tures, it is made necessary for the federal 
administrator to spend a considerable 
amount of time devising ways of accom- 
plishing the purpose for which the agency 
is organized to the obvious detriment of 
such purpose. The inevitable effect of all 
this upon disbursing officers is to make 
such officers very sure that each expendi- 
ture which they may make will be ap- 
proved by the Comptroller General. As 
personal insurers of the legality of each 
item, they cannot afford to do otherwise. 
It should be noted further that an attempt 
to hold authorizing officers of the govern- 
ment in place of disbursing officers has re- 
sulted in the Comptroller General holding 
both classes of officers responsible, but with 
the complaint that authorizing officers are 
not required to be bonded and therefore are 
not so valuable as guarantors. Despite 
this complaint it is observed authorita- 
tively that bonds are of little practical 
value in obtaining reimbursement of many 
items questioned.’® The whole question of 
bonding and recoveries from agents of the 


144 Q. R. McGuire, “Government by Corporations,” 
Virginia Law Review, XIV, page 182, as quoted in the 
President’s Committee on Administrative Manage- 
ment Report with special studies by Harvey C. Mans- 
field, page 174. 

4% Chapter III, “Annual Report of the Comptroller 
General,”’ supra. 

16 ‘The Federal Financial System,” Daniel T. Selko, 
op. cit., p. 548. 


government has been overemphasized at 
the expense of more fundamental issues.” 
Finally it should be stated that such 
auditing as is done is in large part confined 
to the quarters of the Comptroller General 
and based upon documentary evidence 
which is submitted. The Comptroller Gen- 
eral strenuously objects to field work." 


ACCOUNTING, AUDITING AND 
INDEPENDENCE 


It has been shown that accounting has 
to do with recording, classifying and sum- 
marizing, in a significant manner, trans- 
actions of a financial character; while 
auditing is the independent scrutiny of 
such transactions for the purpose of au- 
thenticating financial statements and the 
methods of accumulating financial data, 


17 George P. Ellis, in reviewing a recent work on 
the General Accounting Office, writes as follows: 

“One of the main purposes of governmental account- 
ing, he indicates, is to save the government from any 
loss through the actions of its agents. Yet in no activity 
of life, in no organization of any kind, is it humanly 
possible to be 100 per cent right. Why should the gov- 
ernment be above loss, at the expense of the personal 
liability of agents for administrative decisions made 
in good faith? Apart from legal limitations upon funds, 
why should the judgment of the Comptroller General's 
office be superior to the judgment of the administrative 
officer a with carrying out a particular responsi- 
bility? In the opinion of this reviewer, administrative 
and disbursing officers should be held liable under their 
bonds only in cases of dishonesty, for with a new 
control, postauditing, and cur- 
rent reporting to Congress, questions of statutory 
interpretation and administrative judgment could be 
cleared promptly without saddling the entire responsi- 
bility upon the individual who e the disbursement.” 
Public Administration Review, Vol. I, p. 208. 

18 See note 12, supra. He has nevertheless been put- 
suaded to audit the accounts of the TVA in Knoxville. 

“In deference to requests of Corporation officials, 
complete accounts for periods subsequent to February 
28, 1939, were not required to be forwarded to Washing- 
ton for audit. Accordingly, all vouchers and supporting 
documents were retained in the files of the Corporation 
and are being audited by personnel detailed to Knox- 
ville, Tenn., for that purpose. Although such procedure 
results in in expense to this office and places 
greater responsibility on the auditors, if enables the 
auditors to obtain complete and material informaton, 
not otherwise available, regarding financial transactions, 
with a minimum of expense and inconvenience to the 
Corporation.” Annual Report of the Comptroller Gen- 
eral, supra, p. 48. The emphasis has been supplied. 
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The Auditing Function in the Federal Government 


as well as the discharge of financial trusts. 
Accounting is thus a necessary and indis- 
pensable tool of management. At once it 
furnishes the measure of operations and 
the gauge of condition. Auditing, on the 
other hand, is independent and by its very 
nature must be divorced from management 
or control of the executive if it is not to be 
robbed of all significance. Accounting can- 
not be taken from under the jurisdiction 
of the executive without serious conse- 
quences, while auditing must remain sep- 
arate and apart from the executive at all 
times so far as jurisdiction and control are 
concerned. 

It is evident that the respective natures 
of accounting and of auditing require the 
view which has been expressed, irrespec- 
tive of the type of the enterprise. The fed- 
eral government is no less subject to these 
precepts than the corner drug store.'® 

We have found that the General Ac- 
counting Office is altogether independent 
of the executive branch. In this office is 
performed the major accounting functions 
of the government.”° Separation of the ac- 
counting aspect or phase of governmental 
fnance from the executive is quite as 
shocking as the removal of the accounting 
department of an industrial corporation or 
alarge hospital from the direction and con- 
trol of the executive officers. The result is 
to impede the orderly process of govern- 
ment and to place the executive continu- 
ally in the position of attempting to 
satisfy his own accounting arm. Mean- 


” The views of President Roosevelt on this question 
are as follows: 

“Establish accountability of the Executive to the 
Congress by providing a genuine independent post- 
audit of all fiscal transactions by an auditor general, 
and restore to the Executive complete responsibility 
for accounts and current transactions.” 

Message of the President transmitting the Report of 

Committee on Administrative Management, Janu- 
ary 12, 1937. This was number 5 of the Committee 


* Despite the accounting activities of the Comp- 
troller General the Treasury Department accounts, so 
— they go, are better organized and certainly more 
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while the executive is deprived of the in- 
formation and assistance which normally 
might be expected from the accounting 
agency. 

The able servant of the executive has 
thus become the master and dominates the 
financial processes of government. In the 
guise of executing the laws, the General 
Accounting Office seems to take the posi- 
tion that all federal institutions exist for 
the major purpose of satisfying the require- 
ments and the interpretations of this 
agency. Here indeed is a turnabout which 
seems to justify all that has been said 
about red tape and bureaucracy in govern- 
ment. 

The General Accounting Office claims 
to exist as a portion of the legislative 
branch. In actual practice the General 
Accounting Office is merely independent 
of the executive; it has only a remote con- 
nection with Congress. Congress has no 
mechanism to control the work of the 
General Accounting Office; the reports 
which are rendered by the General Ac- 
counting Office to Congress have been 
irregular and unsatisfactory, and the result 
has been an equivocal fourth branch of the 
government which apparently has being 
for the sole purpose of satisfying itself; it 
is accountable to no one. 

Just why the General Accounting Office 
occupies its present position is hard to 
state. There was evidently a great deal of 
confusion of basic principles in the minds of 
the law-makers who drafted Title III of 
the Budget and Accounting Act of 1921, 
wherein the strange mixture of accounting 
and auditing appears in defining the 
Comptroller General’s duties. The situa- 
tion has been aggravated by what has 
been described as the “‘well known zeal” 
of the first Comptroller General for his 
duties, and by the popular misconception 
that the Comptroller General is the 
“Watchdog of the Treasury.” 

One cannot escape the conclusion that 
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the General Accounting Office, when 
judged by ordinary professional standards, 
has completely failed to function in a satis- 
factory manner as the accounting depart- 
ment of the federal government. It has 
done a great deal of work and accumulated 
a vast quantity of records, but appears to 
have made no effort to make financial 
statements available or to interpret the 
finances of the government to the citi- 
zenry. It has without question actually 
impeded the work of the operating agencies. 

It must also be admitted that the Gen- 
eral Accounting Office has not performed 
adequately as the auditor for the federal 
government.” This it could not do in any 
case by reason of its position as the princi- 
pal keeper of the very accounts which it is 
its duty to audit. Despite the vigorous and 
meticulous examination of “petty cash” 
expenditures which this office has made in 
the past, it has not, when tested by the 
working definition of auditing practi- 
tioners, measured up to the standards of 
performance required of the auditor. It has 
not authenticated financial statements to 
any general extent, in fact no comprehen- 
sive financial statements are issued. It has 
not, to an appreciable extent, investigated 
and approved fiscal procedures. It has very 
carefully measured the discharge of finan- 
cial responsibility of certain subordinate 
officers. 


1 An interesting sidelight on the character of the 
personnel of the General Accounting Office is afforded 
by Mansfield’s study of salaries paid, reported at p. 
152 of The Comptroller General. For the year 1938, the 
last available, this shows only 33 employees, or about 
six-tenths of one per cent, were receiving annual 
salaries of $5,000 or more, while 3,613 or nearly 70 per 
cent (of the total of 5,209) received less than $2,000 
annually. Solely on the strength of this criterion the 
General Accounting Office must be characterized as a 
huge egation of clerks, and as at present con- 
stituted, not capable of performing the function of 
auditing. It is not to be expected that any substantial 
number of persons qualified by training and outlook 
to audit the accounts of the federal government will 
be found within its organization. Compare, for ex- 
ample, the salary scales of employees of the Bureau of 
Internal Revenue who audit the accounts of taxpayers. 


The Accounting Reriew 


THE REMEDY 


The General Accounting Office and its 
position in the federal government have 
been the subject of wide differences of 
opinion, which, though amicable for the 
most part, have been characterised by very 
earnest convictions on both sides.” The 
first Comptroller General himself, and 
spokesmen of his office, have staunchly ad- 
vocated preserving the status quo and even 
increasing the power and independence of 
the General Accounting Office.” Many stu- 
dents of the problem other than those con- 
nected with the General Accounting Office 
itself have taken a contrary view. I have 
attempted to demonstrate that it is impos- 
sible for a practicing accountant who is 
fully acquainted with the subject, to arrive 
at any belief which is radically different 
from those I have already expressed. This 
matter received the studied attention of a 
sub-committee of the American Institute 
of Accountants which was appointed for 
this particular purpose. 

This committee, after calling for a sepa- 
ration of accounting and auditing func- 
tions, indicated the necessity for an inde- 
pendent auditor with no administrative or 
accounting duties, who would work along 
the lines of standard audit procedure in the 
review of transactions and procedures.™ 

* This dispute is regarded as but a single phase of 
the current argument on the position of the executive 
in the federal government. For a current whimsical 
note on the underlying controversy, in a literary style 
which can only be described as remarkable in view 
of the subject matter, see “Anatomy of Leviathan,” 
Public Administration Review, Vol I, p. 392. 

% Perhaps the best and most recent statement of 
the Comptroller General’s case appears in chapter 
XXIX of The Federal Financial System. The title of 
this chapter, is significantly, “The Accounting System 
and Legislative Control.” 

% The full statement of principles proposed by the 


committee as it appears in Journal of Accountancy, 
69: 184-185 is as follows: 


PRINCIPLES RECOMMENDED AS A BASIS 
FOR NEEDED CHANGES 
1. Recognize and provide for distinguishing the 
functions of: 
8} accounting and financial reporting 
) preaudit of financial transactions 
(c) independent postaudit. 
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Almost identical proposals have been made 
by Professor Harvey C. Mansfield, an au- 
thority on the General Accounting Office, 
whose approach is that of a specialist in 
public administration.” Mr. E. F. Bartelt, 


2. Place the primary responsibility for accounting 
and departmental reporting on individual de- 
partments and agencies, with the provision that 
certain general principles shall be followed which 
may be essential to provide information for 
consolidated reports, that their records are sub- 
ject to appraisal from time to time as to ade- 
quacy and completeness, and that they be sub- 
ject to independent audit as to accuracy. 

. Provide that in each department there shall be 
a competent accounting official who will be re- 
sponsible for the accounts and financial reports 
of that department, and for internal check, and 
who shall have adequate training and experience 
for the responsibility required in each respective 
department. An agency of Government as well 
as some professional orgavization might be 
asked to have lists of eligible persons available 
at all times. 

. Provide for a central accounting division which 
will establish general standards required in the 
accounts and reports of all departments, and 
underlying principles to be followed by depart- 
ments. This agency should act in an advisory 
capacity to and agencies, and 
should have authority to make occasional ex- 
amination of records so as to appraise them as to 
adequacy and completeness. It should have au- 
thority to report to the President for action in 
any case in which its recommencations have not 
been satisfactorily complied with. 

. Place on each department or agency the re- 
sponsibility for the preaudit of expenditures. 
6. Provide for centralized disbursement procedure 
through the Treasury Department to the full 
extent practicable, disbursements to be made 
on the certification of responsible departmental 
officers and without liability on the part of the 
disbursing officers for the details supporting the 
expenditures. Hold only the heads dentition 
agencies responsible for the correctness of dis- 

bursements and receipts. 

. Provide for the preparation of consolidated 

financial statements of the Government by the 

central accounting agency, compiled from finan- 
cial reports of the various departments and 
agencies, which reports the departments should 

— to the central agency on forms provided 
y it. 

Provide for an independent auditing officer, 

corresponding to the present Comptroller Gen- 

eral, responsible directly to Congress, with re- 
sponsibility for postaudit of receipts and ex- 
penditures, and verification of financial reports. 

Postaudit should be substituted for “final settle- 

ment”’ and should constitute release of liability 

of certifying officers unless evidence is disclosed 
of fraud or illegal acts, in which case authority 

for collection or suit should be sought from a 

standing Congressional committee. 
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the Commissioner of Accounts and De- 
posits, U. S. Treasury Department, who 
has earned the respect of administrators 
and accountants by the spectacular ac- 
curacy and dispatch of his handling of 
federal emergency payments, has several 
times called for a separation of the audit- 
ing function from accounting, and for real- 


9. Auditing procedures of the independent auditing 
office id correspond in general and be equal 
to those employed by public accountants. 
vision should be made for a staff of qualified 
accountants to carry out this function, together 
with authority to engage private accountants as 
occasion might indicate to be desirable. 

10. Postaudits should be carried out in such a way 
as to provide as prompt a review as practicable 
in every case. They should be made at the seat 
of operation of each department and ya 
Ori documents should be examined in 
field and left in the possession of each agency. 
The records of the auditing office should 
limited to working papers of the type ordinarily 
— by public accountants in similar 
audits. 

11. The independent auditing office during the 
course of each audit should make an appraisal 
of the adequacy and completeness of the account- 
ing records and of the system of internal control 
in each department and agency. It should report 
- these matters to Congress and to the Presi- 

ent. 

12. The independent auditing office should promptly 
review and certify the correctness of at least the 
annual financial statements prepared by each 
department and by the central accounting 
agency for the Government as a whole. The 
methods of verification and certification in this 
respect should not be less comprehensive than 
those employed by public accountants in the 
audit of commercial concerns. 

13. A joint committee of Congress should be created 
which would stand ready to receive, review, and 
act continuously on reports from the independ- 
ent auditing officer. 

14, The laws relating to the expenditure of public 
funds should be codified and redrafted so that 
no doubt may be left as to the legality of trans- 
actions and the limitations i by Con- 

. The independent auditing office should 
re no power to determine, but only to ques- 
tion, pas legality; and it should not be per- 
mitted to issue any rules, regulations, or opinions 
on transactions of doubtful legality. Full power 
to resolve such questions should be retained by 
Congress. 

% Professor Mansfield was the author of the special 
study on the General Accounting Office which appeared 
in the Presidents Committee on Administrative 
Management Report. His later work entitled The 
Comptroller General has also been referred to above. A 
concise of his recommendations appears at 
pp. 197-199 of the President’s Committee’s report. 
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istic control over auditing by Congress.” 
Spokesmen of the accounting and auditing 
profession, perhaps the leading authority 
on the General Accounting Office, and a 
distinguished Treasury career administra- 
tor and accountant are all significantly in 
agreement, both of the necessity for reform 
and the general shape which the reform 
should take. 

Paraphrasing the Institute committee 
recommendations, so far as they are con- 
cerned with auditing, the following con- 
siderations should be observed: 

(1) Statutory changes are required to re- 
move all duties of a bookkeeping or ad- 
ministrative nature from the General Ac- 
counting Office. 

(2) The General Accounting Office, func- 
tioning altogether as a post-audit agency 
(with the name of its chief changed from 
Comptroller General to Auditor General, 
and the name of the agency to the General 
Auditing Office) must be made more re- 
sponsive to Congress through organization 
of a Congressional Joint Committee on 
Audits. This committee would receive the 
reports of the Auditor General and instruct 
him as to his future course of action. The 
Auditor General would have no rule-mak- 
ing power or any authority to disallow ex- 
penditures, or to proceed against delin- 
quents, except as special authority were is- 
sued by the Joint Congressional Commit- 
tee. 

(3) The General Auditing Office would 
have large investigatory powers which 


26 A summary of Mr. Bartelt’s views on federal audit- 
ing is contained in his “Accounting Procedures of the 
U. S. Government,” supra, at pp. 137-138. 
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would be substantially commensurate with 
those of a Congressional Committee. 

(4) The General Auditing Office should 
adopt and utilize standard audit procedures 
and technique. Its work should include 
authentication of financial statements and 
fiscal procedures. It should not have the 
duty of devising and installing accounting 
systems nor of preauditing. 

(5) Present expenditure laws should be 
codified and simplified. 

Without question, public accountants 
are qualified to speak on matters of ac- 
counting and auditing through the medium 
of a committee appointed by the American 
Institute of Accountants to investigate 
and report. The Institute group has dealt 
with the problem and has condemned the 
present law and the method of operation. 
Why this conclusion was inevitable to the 
accountant, it has been the purpose of this 
paper to show. 

The situation has been growing steadily 
worse from year to year, and the war ef- 
fort which is now upon us will intensify the 
trouble. Sooner or later we shall of a surety 
do something about it. When the time for 
action comes, it is to be devoutly hoped 
that the problem will be attacked in realis- 
tic fashion, and that the real issues will be 
clearly stated. The only hope for a per- 
manent and satisfactory solution—one 
which will permit the operating agencies to 
function freely, central accounts to be kept 
in intelligible fashion, and comprehensive 
and independent audits to be made—lies in 
following the accounting principles and 
auditing standards which have been 
evolved over several generations. 
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KEEPING THE PROPER BALANCE BE- 
TWEEN PRACTICAL AND THEORETI- 
CAL ACCOUNTING TRAINING 


Royat D. M. BAUER 


.4 ing must give serious thought from 
time to time to the objectives of his 
courses. Are they providing his students 
with the best possible training? Will that 
training fit their future needs more satis- 
factorily than some alternative type of 
training which the teacher could give 
them? Is the teacher maintaining a proper 
balance between practical and theoretical 
instruction? Would some change in empha- 
sis improve a course? 

Disturbing questions of this type can 
upset one’s complacency. They should do 
so occasionally in order to help the teacher 
todo his best work. 

Training and experience of a teacher 
necessarily have a strong influence upon 
his methods of teaching. There are teach- 
ers of accounting whose training and prac- 
tical experience have both been limited. 
For example, there was the instructor in a 
small college in the Middle West who 
taught economics, sociology, political sci- 
ence, advertising, and two courses in ac- 
counting. According to E. L. Kohler," this 
teacher wrote: ‘““My only knowledge of ac- 
counting comes from the textbook I use. 
I would like to find out whether a reserve 
for bad debts is really found in practice.’ 
It is to be hoped that the students under 
this teacher at least had the benefit of the 
use of a good textbook. 

It is not necessary for every accounting 
teacher to have both a Doctor’s degree and 
aC. P. A. certificate. In fact, the lack of 
practical accounting experience on the part 
of an able teacher may be advantageous. 


| CONSCIENTIOUS teacher of account- 


“Needed: A Research Plan for Accountancy,” 
Accountinc Review, March, 1932. 


It may help him to delve into the theoreti- 
cal aspects of many accounting problems 
umhampered by the caution and conserva- 
tism that one tends to develop in the daily 
conflicts and compromises of practical 
business affairs. 

Probably the ideal situation for a school 
is to have its accounting faculty include 
both the theoretical and the practical types 
of teachers, the natural leaning and em- 
phasis of each offsetting and complement- 
ing the other. By planning the sequence of 
courses with this in mind, the students will 
receive some instruction heavily freighted 
with theory and some devoted mainly to 
the mechanics of accounting procedures. 
The results should be stimulating to both 
students and faculty. 

There is such a limited time available in 
a four-year college course that proper con- 
sideration for the student’s future requires 
a review from time to time of the objec- 
tives sought and the methods used. The 
courses to be taken by the student should 
give him an orientation in his economic en- 
vironment, they should give him a broad 
cultural background, and they should give 
him an adequate technical training in ac- 
counting. The college student should be 
preparing for the position he will hold ten 
or fifteen years hence; not merely for his 
first job after graduation. 

For the purpose of this discussion, ac- 
counting students may be classified into 
three groups: those who will be satisfied to 
be bookkeepers indefinitely, those who will 
advance to important accounting positions 
and those who will not perform any actual 
accounting work. 

Students with as little ambition and abil- 
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ity as the first group should rarely be found 
in college classes. They can get adequate 
training in the mechanics of record-keep- 
ing by attending bookkeeping classes in 
high school or a commercial business col- 
lege and perhaps special courses given by 
the makers of mechanical bookkeeping 
equipment. 

Future accountants constitute a rela- 
tively small proportion of college elemen- 
tary accounting classes. They will be the 
professional public accountants of the fu- 
ture and the accountants employed in key 
positions in the business world. They are 
the students who enroll in the accounting 
curriculum. It is true, of course, that they 
are not always the only ones in that cur- 
riculum. For example, occasionally a stu- 
dent who does not plan to be an account- 
ant may change over from the general 
business curriculum to the accounting cur- 
riculum on the assumption that accounting 
training is his best assurance of proper 
preparation for his future business career. 

A large proportion of the elementary 
accounting class usually consists of stu- 
dents who will not be accountants. They 
are the casual students of accounting who 
will be our future business executives, en- 
gineers, lawyers, etc. Because of their 
numbers, they must be given the same 
consideration as the future accountants, or 
more, when the elementary course is 
planned. 

Whether a special service course in ac- 
counting is designed for a group that will 
not pursue the subject further, or whether 
the same introductory course is offered to 
all students, the proper balance between 
practical and theoretical training should be 
considered. When the elementary course is 
available to diverse types of students, it 
can be planned to give all of them a proper 
and satisfactory introduction to the sub- 
ject. There will be some bookkeeping drill 
to acquaint the class with recording pro- 
cedures, but since most members of the 
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class will never be bookkeepers, this part of 
the course should not be overdone. If there 
is also a considerable amount of instruction 
in the philosophy of accounts, the account- 
ing major will be equipped with a good 
background for advanced study in his field 
and the casual student will have a theoreti- 
cal knowledge of the subject that he can 
retain and that can be valuable to him in 
years to come. 

Selection of a text for an accounting 
class, whether elementary or advanced, 
usually involves consideration of the 
amount of emphasis placed by the author 
on theoretical aspects of the subject as 
compared with his treatment of procedures. 
Types of texts range from the highly theo- 
retical, which deals sparingly with the ac- 
tual practices of the bookkeeper or 
accountant, to the opposite kind, which 
gives copious illustrations of many pro- 
cedures and seems to avoid definitions and 
explanations of reasons whenever possible 
if illustrations can be used instead. 

The teacher’s presentation to the class 
should supplement material in the text, 
and should often disagree with some of it. 
The written word, however, exerts a strong 
influence on the reader, merely because it 
is in printed form, and if a textbook pre- 
sents outmoded concepts or contains the 
wrong emphasis on important phases of 
the subject, the teacher’s arguments to the 
contrary may go unheeded. The new ele- 
mentary textbook which has failed to keep 
abreast of accounting progress is criticized 
vigorously by H. B. Eversole in a recent 
article? His criticisms are well-founded 
and deserve the attention of teachers and 
authors alike. He indicates that college ele- 
mentary accounting textbook writers have 
for the most part paid scant attention to 
the pronouncements and monographs on 
accounting standards and principles which 


* “Concerning the Perpetuation of Accounting Fal- 
lacies in the Classroom,” Journal of Accountancy, Feb- 
ruary, 1942. 
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have been issued in recent years by the 
American Institute of Accountants and by 
the American Accounting Association. A 
note of caution might be added, to the ef- 
fect that these pronouncements and mono- 

hs have been tentative statements 
generally, and the people who formulated 
them had no idea that they were saying the 
final word. The teacher, therefore, and the 
writer should be careful not to treat such 
tentative statements as final. 

Accounting courses vary in their needs 
for theoretical instruction. They range 
from the fundamentals course, where the 
student should be introduced to the philos- 
ophy of accounts, to the C.P.A. coaching 
course, where the student is supposed to 
know theory and the principal emphasis is 
on the solution of problems likely to be en- 
countered in an approaching C.P.A. exam- 
ination. There is a justifiable tendency to 
stress procedures in some of the advanced 
courses, such as the coaching course just 
mentioned, or an advanced problems course 
which gives seniors a review of their previ- 
ous accounting work, or, to some extent, 
an auditing course for advanced students. 

Instruction in an auditing course should 
not ignore accounting theory entirely. Ac- 
cording to Paul E. Bacas,* the instruction 
should “include not only application of 
principles to a certain transaction, but the 
application of the principles to the same 
type of transactions under varying condi- 
tions and circumstances.’ Since auditing 
is usually an advanced course, following 
others which have dealt with bookkeeping, 
theory of accounting, and accounting 
problems, Mr. Bacas states that “‘it should 
not include detailed discussions of princi- 
ples of accounting or give any basic in- 
struction in such principles.” 

An intermediate course in accounting 
which deals principally with the balance 
sheet, the statement of profit and loss, and 


*“Content of the Auditing Course,” ACCOUNTING 
Review, September, 1939. 
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special forms of financial statements, of- 
fers a good opportunity for the teacher to 
stress either theory or practice. The ele- 
mentary course will have introduced the 
students to the fundamental principles of 
accounting, and the teacher of the inter- 
mediate course may prefer to develop the 
skill of his class in constructing the various 
financial statements. On the other hand, 
the elementary course will have introduced 
the students also to the techniques of 
bookkeeping, and the intermediate teacher 
may prefer to lead his class into an exten- 
sive theoretical study of valuation and of 
the purposes of financial statements. If the 
intermediate course is largely theoretical, 
the emphasis on theory can readily be car- 
ried to the more advanced courses. If the 
intermediate course is largely practical, it 
will limit the amount of theoretical work in 
advanced courses. 

A teacher may feel little need to give 
theoretical instruction beyond the barest 
minimum in an elementary accounting 
course, prefering that his students know 
“how” rather than “why” and thus ac- 
quire the maximum bookkeeping skill in 
the time available. Another teacher will 
treat the acquisition of bookkeeping skill 
as a relatively unimportant matter, and 
try instead to impress on his class the need 
for a knowledge of accounting principles. 
There must be some of each in a good ele- 
mentary course. Opinions differ as to the 
proportions. 

If the teacher of a college accounting 
course directs his instruction largely to- 
ward the best students in his class, believ- 
ing that they will be the real leaders of the 
future and should therefore be given spe- 
cial attention, his principal emphasis will 
probably be on theory. He will feel that he 
can perform the greatest service by at- 
tempting to train the few potential real 
leaders in the class and let the remaining 
students trail along and get as much as 
they can from the instruction. If the teach- 
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er’s chief concern is the poorer students in 
his class, it is probable that he will set a 
pace to accommodate them and confine his 
instruction largely to procedures. 

In an article published about a year ago, 
Sidney G. Winter* refers to the two paths 
which accounting instruction has followed 
in general. He then quotes from a paper 
written by J. Hugh Jackson about twenty 
years ago, as follows: “In a broad way, at 
least, we may say that there are two schools 
in accounting instruction, (a) that school 
which emphasizes primarily the philoso- 
phy of accounts, and (b) that school which 
emphasizes primarily the mechanics of ac- 
counting. Probably every accounting in- 
structor will say most emphatically that 
his institution believes in emphasizing 
both the philosophy and mechanics of the 
subject, but a little study of the actual 
methods of instruction in vogue will usu- 
ally demonstrate that the one or the other 
is given a decided preference in the class- 
room.” Mr. Jackson further states that 
“the ideal situation must combine in the 
classroom the teaching of the philosophy 
or the fundamental principles of account- 
ing, and of the correct accounting pro- 
cedure.”’ Mr. Winter concurs in this, but 
with the qualification that he is “still very 
far from being convinced that much can be 


‘What is Proper Training for Accountants?” Ac- 
COUNTING REVIEW, June, 1941. 
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done in the matter of teaching procedures 
in the classroom.” 

An advocate of the theoretical type of 
accounting instruction in college, Willard 
J. Graham’ states that the courses “should 
emphasize fundamental principles and 
theory, and managerial uses of accounting 
information, rather than bookkeeping pro- 
cedures, routines and technique.” He 
would not omit training in technique, but 
insists “that proper emphasis be given to 
the analysis of the reasons for these pro- 
cedures, so that graduates from these 
specialized accounting courses may be well- 
rounded, analytically-minded business ac- 
countants rather than highly skilled tech- 
nical bookkeepers and problem solvers.” 
He believes that these graduates should 
secure the most detailed of their technical 
training after graduation in the offices of 
their employers. 

We may all agree on the general princi- 
ple that the instruction given to a college 
accounting class should contain some the- 
ory and some practice, but the proper bal- 
ance between the two is still largely a 
matter of personal opinion. If two teachers 
disagree as to the proper balance, it may 
be that the philosophy of a typically Chi- 
nese viewpoint expressed by Dr. Lin Yu- 
tang will apply, that is, “A is right, but B 
is not wrong either.” 


5 “Accounting Education, Ethics and Training,” 
AccouNTING REvIEw, September, 1939. 


THE ENTITY APPROACH TO CONSOLI- 
DATED STATEMENTS 


MAvRICE MoonitTz 


of consolidation leads to a confusing 
array of alternative and sometimes 
contradictory and inconsistent procedures. 
Failure to formulate an adequate theory is 
related primarily to a lack of precision in 


[*: oF A generally accepted theory 


recognizing the implications of the explicit 
purposes for which consolidated state- 
ments may be prepared. The present paper 
is an attempt to formulate the outline of a 
unified theory based upon a single premise 
as to the consolidation objective. 
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The Entity Approach to Consolidated Statements 


The central premise is that consolidated 
statements are exhibits in conventional 
accounting form of the status and the op- 
erations of a group of related companies— 
exhibits prepared as though the companies 
were legally as well as economically mere 
administrative subdivisions of one con- 
cern. The legal separateness of each unit is 
disregarded, the fiction of separate cor- 
porate entities ignored. Legal lines of 
cleavage are replaced by the more useful 
but less definite boundaries of economic 
unity. That consolidated statements are of 
primary interest to investors and creditors 
of the dominant company is a corollary of 
our major premise.’ 

The diminution in importance of the le- 
gal separateness of each affiliated corpora- 
tion is based upon another legal considera- 
tion, namely, that a company which owns 
a majority of the voting stock of another 
corporation possesses the legal power to 
determine the policies and practices of the 
latter concern. Because of the continued 
importance of legal separateness, how- 
ever, for purposes such as dividends, credi- 
tors’ rights, etc., consolidated statements 
should never be presented apart from the 
legal statements of the parent company. 

For convenience and brevity in exposi- 
tion, illustrative material will deal with the 
consolidated balance sheet alone. The 
reader may usually extend the discussion 
without difficulty to the consolidated in- 
come statement. Also ignored are the me- 
chanical and procedural difficulties arising 
out of a multitude of affiliated companies. 
Certain compromise or approximating pro- 
cedures are employed in practice to reduce 
the volume of clerical labor involved. Pro- 


‘It should be noted that the premise stated is not 

only one on which a consistent theory may be built. 
For example, consolidated statements may be con- 
structed on the assumption that the affiliated com- 
panies constitute a copartnership, or that these state- 
ments are mere statistical compilations whose purpose 
is to clarify and amplify the statements of a parent 
company. No attempt will be made in this paper to 
explore the implications of the alternative assumptions. 
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vided these procedures are recognized for 
what they are, no conflict should exist be- 
tween an adequate theory and the prac- 
tices described in accounting manuals. 


THE LEGAL AND ECONOMIC CON- 
CEPTS OF CONTROL 


The substitution of the concept of eco- 
nomic entity for that of legal entity raises 
the problem of the scope of the consolida- 
tion. In principle the solution of the prob- 
lem is clear, namely, include all those com- 
panies whose policies are controlled by a 
dominant parent corporation. The usual 
rule cited in this connection states that no 
company should be included in which the 
dominant corporation owns directly or in- 
directly less than 50 per cent of the voting 
shares, but this rule is clearly not applica- 
ble to all situations. For example, the Se- 
curities and Exchange Commission re- 
quired consolidation where a parent com- 
pany owned merely 28 per cent of a 
subsidiary’s outstanding voting stock but 
was able, with this proportion of voting 
power, to control the subsidiary.? Except 
for special purposes such as income taxa- 
tion, then, definite quantitative limits ap- 
plicable to all situations cannot be formu- 
lated. Some examples of general rules, 
couched in nonquantitative terms and 
consistent with our major principle, are 
given immediately below. 

1. Exclude companies in which control 
is not reinforced by some legal means such 
as stock ownership. This rule has the effect 
of excluding those situations in which con- 
trol may exist but is not the subject of ob- 
jective measure, such as banker domina- 
tion through control of credit facilities. 

2. Exclude companies controlled inci- 
dentally or temporarily. 

3. Exclude the operations of foreign 
subsidiaries beyond effective control by 
the parent company. 


2 A. J. Fisher, ‘“‘Accounting Cases,’ ACCOUNTING RE- 
VIEW, June, 1940. 
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GENERAL PROCEDURE 

In the preparation of a consolidated bal- 
ance sheet the entity concept requires the 
elimination of all items representing purely 
intercompany transactions. These items 
fall into two major categories: 

1. Intercompany debts. 

2. Intercompany holdings of shares of 
stock. This category is discussed below in 
connection with consolidated goodwill. 

The first category refers to a debtor- 
creditor relationship evidenced by offset- 
ting pairs of receivables and payables. For 
example, Company P may show among its 
assets an account receivable from its af- 
filiated Company S of $5,000, a dividend 
receivable of $10,000, a loan or advance to 
S of $8,000, and an accrued interest re- 
ceivable of $200. On the books of S, cor- 
responding liabilities will appear indicating 
the indebtedness of that company to Com- 
pany P. Offsetting pairs of accounts such 
as those mentioned are eliminated for the 
reason that they have no significance from 
the point of view of the group as a whole. 
When the loan was made by P to S, cash 
was transferred from one unit to another, 
but no change in total cash of all the com- 
panies occurred. Similarly, when the loan 
is repaid, cash will move in the opposite 
direction, but no alteration in total cash 
resources of the group is effected. The only 
receivables and payables of significance in 
a consolidated balance sheet are those re- 
ferring to claims involving legal persons 
outside the affiliated group. 

The entity concept also requires the 
presentation of assets and liabilities at fig- 
ures consistent with the viewpoint of a 
single operating unit. The stockholders of 
the parent company acting through a 
board of directors to whom power of ad- 
ministration is delegated constitute the 
controlling or dominant interest. Conse- 
quently, assets must be listed in terms of 
their relation to the dominant interest. 
The reference here is to the treatment of 
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intercompany markups in inventories and 
fixed assets, the computation of consoli- 
dated goodwill, the treatment of mutual or 
reciprocal holdings of stocks and bonds, 
and of minority interest. These topics will 
be discussed in the order indicated. 

Intercompany markups in inventories, 
For purposes of our discussion, we shall 
adhere to the rule that inventories are to 
be shown at cost. From our central premise 
it follows that we must compute cost in 
terms of the entity as a whole. For exam- 
ple, Company P controls Companies A and 
B. Company A buys raw materials for 
$10,000, adds labor and overhead of $12,- 
000, and sells the product to Company B 
for $30,000. Company B in turn adds labor 
and overhead of $8,000, and passes the 
merchandise to Company P for $50,000. 
Company P holds the merchandise at the 
date of the consolidated balance sheet. 

The cost to the entity as a whole of the 
inventory held by P is $30,000, computed 
by adding the cost to A of raw materials, 
$10,000, the cost to A of labor and over- 
head, $12,000, and the cost to B of labor 
and overhead, $8,000. No profit has been 
“realized” or evidenced by a sale to an out- 
sider, consequently we must eliminate the 
intercompany markup or profit included in 
the reports of Companies A and B. So long 
as the inventory remains within the affili- 
ated group, the cost rule we have adopted 
together with our central premise compel 
us to ignore as fictitious any markups re- 
sulting solely from a transfer within the 
group. 

In arriving at the proper figure for inclu- 
sion in a consolidated statement, an appar- 
ent but not a real exception exists in the 
practice of adding costs of transport be- 
tween companies to the costs of materials, 
labor, and overhead. The exception is 
merely apparent because the cost rule 
acknowledges cartage as a legitimate com- 
ponent of acquisition price. 

The practice of eliminating merely that 
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portion of the intercompany markup ac- 
cruing to a parent company is clearly at 
variance with the entity concept. In the 
presence of minority interests in subsidiar- 
ies, this practice is defended on the ground 
that intercompany markups represent 
realized profits to the minority stockhold- 
ets of the vendor corporation; conse- 
quently, no elimination should be made of 
their share of such profits. Against this 
reasoning we call attention to two consid- 
erations : 

1. Consolidated statements are not pre- 
pared for the purpose of informing minor- 
ity interests of the status of their invest- 
ments. For this information, minority 
interests must refer to the statements of 
the company in which they have an equity. 

2. To eliminate merely a portion of in- 
tercompany markup is to present an in- 


\ ventory figure computed on two bases: one 


portion of the inventory is computed at 
cost to the entity, the other portion at cost 
toone legal unit within the entity. The ad- 
dition of the two portions results in a fig- 
ure which has little or no significance from 
either statistics or accounting. 

The problem of the treatment of minor- 
ity interests is discussed separately later in 
this paper. At this point it is sufficient to 
note that the figure attached to inventory 
ina consolidated balance sheet should not 
be a function of the number of shares in a 
subsidiary which a parent company hap- 
pens to own at the date of the statement. 

Intercompany markups in fixed assets. 
Considerations similar to those advanced 
in connection with inventories are also ap- 
plicable to the case of intercompany trans- 
fers of fixed assets. A complication is 
introduced, however, by the fact that the 
purchasing company will in all probability 
compute its depreciation on the basis of its 
acquisition price, including intercompany 
markup. For example, Company A sells a 
fixed asset to an affiliated concern, Com- 
pany B, for $1,000. The cost of Company 
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A was $800; consequently, an intercom- 
pany markup exists of $200, or 20 per cent 
of the sales price. Company B depreciates 
the asset on the straight-line basis with an 
assumed life of five years and no scrap 
value. For ease in computing the amount 
of intercompany markup to be eliminated 
in consolidation, a schedule of the follow- 


ing type is recommended. 
End Book valueon Book valueon Intercompany 
of basis of costto basis of cost to markup 
year B less vendor (A) to be 
depreciation (80% of eliminated 
column 2) 

_ $1,000 $800 $200 

1 800 640 160 

2 600 480 120 

3 400 320 80 

- 200 160 40 


Thus, the figures for “End of year 3” in- 
dicate that Company B, the legal owner of 
the fixed asset, carries it at $1,000 less 
$600, a net book value of $400. However, 
on the basis of cost to the entity the asset 
has a carrying value of $800 less $480, a 
net book value of $320. As indicated in the 
last column, for purposes of consolidation 
the fixed asset carried at $400 on B’s books 
should be reduced to $320. 

For the same reasons as those cited in 
connection with inventories, the practice 
of eliminating merely the portion of the 
markup accruing to a parent company is 
inconsistent with the entity point of view. 

Consolidated goodwill. Except where a 
parent company forms a subsidiary cor- 
poration, the price paid for an interest in 
a subsidiary is usually different from the 
book value of the equity acquired. As a 
consequence, before elimination of this 
special form of intercompany account is 
possible, a reconciliation of the price paid 
and the value of the equity acquired is 
necessary. 

In the event that the consideration paid 
is greater than the book value of the equity 
acquired, the following possibilities must 
be considered: 
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1. Specific assets of the subsidiary are 
undervalued. In consolidation, then, the 
remedy is to adjust those assets upward. 

2. Specific debts of the subsidiary are 
overvalued; in consolidation this situation 
calls for a decrease in the recorded value of 
the subsidiary’s liabilities. 

3. The parent company suffered a loss 
on a purchase. In view of the accounting 
convention against recognizing gains or 
losses on purchases, this possibility is not 
likely to be seriously considered. It is, 
nevertheless, a formal possibility. 

4. If securities of a parent company 
rather than cash or its equivalent was the 
consideration involved, a discount on those 
securities may be present. 

5. Although not recorded in the subsidi- 
ary’s records, goodwill may be presumed to 
exist, or it may be expected to arise as the 
result of increased profitability flowing 
from affiliation with other companies. 

Once the situation is recognized, the pro- 
cedure under cases (1) through (4) is clear. 
The fifth case is the one most generally 
presumed to exist and gives rise to the 
principal difficulties associated with the 
elimination of intercompany sharehold- 
ings. The magnitude of goodwill is pri- 
marily a matter of estimate based upon 
appraisal of the subsidiary involved; in 
consolidation, however, the ruling assump- 
tion seems to be that the minimum value 
of the subsidiary at date of acquisition is 
established by the price paid for its stock 
by the parent company.* Thus, if Company 
P acquires all the stock of Company S for 
$100,000 cash and the book value of the 
net worth of S is $80,000, goodwill of $20,- 
000 is recognized and introduced in the 
consolidated balance sheet. 

If Company P acquires something less 
than 100 per cent of the stock of S, current 


3 For a more complete discussion of ye point see the 
series of articles by L. A. Carman, C. P. A., on “Inter- 
corporate Relationships” in the American Accountants, 
April, May, June, July, 1932. 
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practice requires a peculiar and illogical 
procedure derived probably from a general 
distrust of goodwill coupled with the ac- 
countant’s inherent conservatism. The 
practice referred to makes goodwill equal 
to the difference between the price paid 
and the book value at date of acquisition 
of the equity acquired. Thus, if Company 
P pays $90,000 for a 90 per cent interest in 
S, whose net worth is $80,000 at date of 
acquisition, then goodwill is computed as 
the difference between $90,000 and 90 per 
cent of $80,000, or $18,000. If P pays $80,- 
000 for an 80 per cent interest, goodwill is 
computed as $16,000. Yet in each case 
Company P is acquiring the stock of S on 
the same basis; in each case, P is paying 
125 per cent of the book value of the stock 
of S. On the basis of the price paid by P, 
the net worth of S has a value of at least 
125 per cent of $80,000, or $100,000; conse- 
quently in each instance goodwill of $20,- 
000 should be recognized. 

The prevailing practice is usually de- 
fended on the grounds that goodwill should 
only be entered at the price paid for it. 
Since Company P did not buy the goodwill 
of S but bought its capital stock, the rule 
relied on is inapplicable. What was ac- 
quired by P was an equity in a subsidiary 
large enough to enable it to control all the 
assets of the subsidiary including any su- 
perior earning power already existent or 
created through affiliation. 

The problem of appraisal of the magni- 
tude of goodwill is admittedly difficult, but 
no logic exists in the conventional proce- 
dure of treating goodwill as a gap-filler. If 
practitioners feel squeamish about showing 
all the goodwill evidenced by the price 
paid by a parent company then, in consoli- 
dation, let them eliminate it altogether, 
thus admitting that the item is of such a 
tenuous nature that they are not willing to 
vouch for its probable existence. To show 
all or none of the goodwill is defensible on 
both logical and practical grounds; the 
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present procedure is not, since it makes 
goodwill a function of the number of 
shares acquired, not a function of any at- 
tribute such as superior earning power of 
either a legal or an economic entity. 

The opposite case, that of acquiring an 
interest in a subsidiary at less than book 
value may be subjected to a similar analy- 
sis. 

Reciprocal holdings of bonds and stocks. 
Let us assume that Company P has bonds 
outstanding, face value, $500,000, issued 
at a premium of $50,000. The bonds ma- 
ture ten years from date of issue; five years 
have elapsed since issue and, on the 
straight-line method of amortization of 
premium, the bonds are now carried by P 
at $500,000 plus $25,000 unamortized pre- 
mium. Company S, an affiliated concern, 
acquires one-half of this issue on the open 
market for $260,000. In consolidation in- 
tercompany accounts are eliminated, but 
in this case a difficulty arises because S ac- 
quired the bonds at less than book value, 
thus making a direct elimination impossi- 
ble. 

A complete analysis of this situation 
would require knowledge of the reason for 
the discrepancy. No matter what the rea- 
son for the discrepancy, however, the ef- 
fect on the group as a whole is apparent. A 
debt carried on the books at $262,500 (one- 
half of $500,000 plus one-half of $25,000) 
has been paid for with $260,000; consoli- 
dated debts decrease $262,500, consoli- 
dated assets decrease $260,000, conse- 
quently consolidated net worth increases 
$2,500. 

The bonds probably will be held “alive” 
by S until maturity, but this practice has 
no effect on the consolidation. When inter- 
est payments are made, P will turn over 
cash to S but consolidated cash will not be 
affected thereby. When the bonds mature, 
$250,000 will be paid by P to S; again, no 
alteration in consolidated cash occurs. The 
effective date of payment of half the debt 
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is clearly the date on which S acquired the 
bonds. 

Because of the legal provisions sur- 
rounding a bond issue, and because S is 
usually free to sell the bonds, it is better to 
indicate the details of the bond issue some- 
as follows: 


tae Held | by Company S...... 250,000 $250,000 
Unamortized Premium on Bonds 


The case of reciprocal or mutual hold- 
ings of stock is analogous to that of re- 
ciprocal bondholdings just discussed. The 
capital of a group is reduced whenever any 
of the outstanding shares of one of the 
companies is acquired by an affiliate, just 
as the capital of an individual concern is 
reduced when it acquires treasury shares. 
At the present time neither accounting 
practice nor corporation law fully recog- 
nizes the essential similarity of reciprocally 
held shares and treasury stock. The use of 
a subsidiary as a tool for evading restric- 
tions on dealings in treasury stock is, how- 
ever, recognized in the California Corpora- 
tion Law which imposes the same restraints 
on dealings in parent company’s shares as 
in a concern’s own stock.‘ 

The treatment of minority interest. Exist- 
ence of a subsidiary’s outstanding shares 
not owned by any affiliated company gives 
rise to the phenomenon of minority inter- 
est. Minority interest serves as a reminder 
that complete community of interest in the 
affiliated companies does not exist, and 
this divergence of interest must be recog- 
nized. 

In accord with our fundamental premise, 
a consolidated balance sheet contains a 
list of the assets and liabilities assignable 
to an affiliated group treated as a single 


‘ For a fuller discussion of reciprocal stockholdings 
together with citations and references, see M. Moonitz, 
‘Mutual stockholdings in consolidated statements,” 

Journal of Accountancy, Vol. 68, no. 4 (October, 1939), 
pp. 227-235. 
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operating unit. The net worth or capital is 
therefore the net worth of the whole group. 
In the event of complete ownership within 
the group of all subsidiaries, all the net 
worth is assignable to the stockholders of 
the dominant company. In the presence of 
a minority interest, however, to attribute 
all net worth to the controlling interest is 
erroneous; consequently, in presenting the 
amount of the controlling interest, a de- 
duction must be made from total net 
worth. The deduction need not be explicit, 
but may instead be shown in conventional 
form somewhat as follows: 


CAPITAL 
Controlling Interest: 
Capital Stock—Company P. 


$500,000 
Consolidated Surplus....... $244,000 $744,000 


Minority Interest: 
Capital Stock of Company S 


Surplus of Company S..... 5,300 15,300 


To show minority interest as a liability 
is inconsistent with the entity approach. 
The fundamental attribute of the affiliated 
group is its economic unity; the manner in 
which the shares of stock are distributed is 
of secondary importance. The essential 
unity of the group is not disturbed by the 
existence or absence of a minority interest 
nor is the amount of assets or of liabilities 
altered merely by a shift in the percentage 
of ownership of a subsidiary. As a conse- 
quence, the existence of a minority inter- 
est should not occasion any increase in the 
reported debts of the group. 

The primary purpose of a consolidated 
statement is not to yield information to 
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minority stockholders; the inclusion of 
minority interest is for the purpose of pre- 
venting an exaggerated showing of the 
extent of the equity of the controlling in- 
terest. 

From the foregoing considerations it 
follows that the amount assigned to mi- 
nority interest is calculated after giving 
effect to adjustments arising out of con- 
solidation. Thus, if the book value of a 
10% minority interest in Company S is 
$16,000, but $7,000 of intercompany profit 
in inventories has been recorded by S, then 
in consolidation the $7,000 is eliminated 
and the minority interest is shown at $15,- 
300 ($16,000 less 10% of $7,000). 

Although incomplete, the preceding out- 
line should be sufficiently extensive to in- 
dicate the manner in which a single 
unifying principle in conjunction with 
well-established accounting conventions 
may be welded into a coherent theory of 
consolidation. The principal omission in 
the present paper, as already noted, is the 
lack of any discussion of the problems in- 
volved in preparing a consolidated income 
statement. Also the very real difficulties 
associated with the designing of appropri- 
ate mechanical aids such as work-sheets, 
schedules, etc., have been glossed over. 
Manifestly, however, the mechanics of 
procedure must rest on a pre-existing 
foundation of theory to give direction and 
support to the tedious task of computation 
and compilation. Once we have agreed on 
what we are attempting, we may safely 
trust the ingenuity of accountants to 
furnish us with the means necessary to the 
successful completion of our project. 
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ABANDONED PROPERTY AND THE 


RATE BASE 


FRANKLIN H. Cook 


state in the United States and the 

federal agencies determining the rate 
of return for a utility, use the rule of 
Smyth v. Ames’ that the net return of a 
utility should be equal to a fair return on 
the fair value of its property. This rule in 
practice and interpretation has come to 
mean that Income minus Expenses is 
equal to a Net Return which should be 
approximately 7% of the used and useful 
property of the utility. Under ideal condi- 
tions when a utility is earning a proper re- 
turn the equation by eliminating the com- 
mon element of ‘‘Net Return” should be: 


T: UTILITY commissions of every 


1 2 3 
Income minus Expenses equals 7% on 
4 
Rate Base.” 


For the purpose of this study a compari- 
son will be made between Expenses, and 
the Rate Base, to determine which is the 
dominant factor in giving the consumer a 
high or low rate. The basis for this com- 
parison will be the treatment of abandoned 
property by the commissions fixing the 
rates, when called upon to include aban- 
doned property in the rate base, and again 
when compelled to decide the accounting 
procedure of handling abandoned property 
in an enterprise which may possess no sur- 
plus account with which to absorb any 
extraordinary loss, and must therefore 
amortize such abandoned property through 
operating expenses. The paper is divided 
into two parts, the first of which considers 


1169 U. S. 466, 546-7 (1898). 
* Because the valuation obtained for rate-determina- 
tioa purposes cannot be employed for any other uses, 
such as the sale of the utility, tax base, or value for 
security issues, ‘‘Fair Value” under the Smyth Rule in 
the utility filed means “Rate Base.” 


abandoned property in the rate base, the 
second, accounting for abandoned prop- 
erty. 


ABANDONED PROPERTY IN THE 
RATE BASE 


The cases dealing with abandoned prop- 
erty of a utility in obtaining a fair value 
fall within the following groups: Those 
cases that exclude abandoned property 
from the valuation; those cases that in- 
clude the salvage value; those cases that 
include abandoned property at book value 
in the valuation; and those cases that con- 
sider the accounting methods of the utility 
before deciding whether to include or ex- 
clude the value of abandoned property or 
any portion thereof. 

Abandoned Property Excluded. Exclusion 
from the rate base of property neither used 
nor useful is the general rule. Decisions in- 
dicate that it is immaterial whether a state 
follows the cost of reproduction theory or 
the prudent investment approach; in 
either case abandoned property is ex- 
cluded. New York excluded abandoned 
property under the cost of reproduction 
theory of valuation;* North Dakota in 


* Valuation of the investment does not include ag 
erty which is antecedent to the present system. 
Yonkers Railroad Co., P.U.R. 1933B, 61. Unused and 
obsolete generating plants are not included in the rate 
base even though used as standby plants. Re Long 
Island Lighting Co., 18 P.U.R. (N. Sy 65 (1935). The 
site of an abandoned gas plant is not included in the 
rate base for it is no longer used or . Likewise, 
property retired on the books should be excluded from 
the rate base. Re Brooklyn Borough Gas Co., 21 P.U.R 
(N.S.) 3531 364, 381 (1937). In Hoffman v. Elmira Water, 
Light and Ra ilroad Co., P.U.R. 1920D, 266, where un- 
used and abandoned property was excluded from the 
valuation, the commission stated that since reserves for 
its retirement had not been set up the stockholder 
should suffer. In Re Republic Light, eat & Power Co. 
(1940), 35 P.U.R. (N.S.) 94, the cost of all unproductive 
gas leases were to be eliminated from book cost in de- 
termining the proper charge for gas. 
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Grand Forks v. Red River Power Co., 12 
P.U.R. (N.S.) 353, 369 (1936), excluded it 
under the prudent investment theory. In 
the latter case a hydro-electric plant used 
only in April when there was no peak load 
was held to be not used and useful prop- 
erty and could not be included in the rate 
base, even though a prudent investment 
when made.* 

Ohio,’ Pennsylvania,® Texas,’ Washing- 
ton,® and Idaho® exclude abandoned prop- 


‘ This same position is taken by Missouri in Public 
Service Commission v. St. Joseph Railroad, Light, Heat 
and Power Co., 14 P.U.R. (N.S.) 113, 119 125 (1936), 
wherein an abandoned right of way anda park acquired 
by a street railway were not included in the rate base, 
even though a prudent investment when made. In Re 
Pacific Gas & Electric Co., 1 P.U.R. (N.S.) 1 (1933) the 
value of abandoned ropert above the depreciation re- 
serve was not included in the rate base, but amortized 
in the future against operating expenses. The stock- 
holder should be protected, for the investment was 
prudently made. Massachusetts went one step further 
in protecting the investor in Marlborough Electric Peti- 
tion, P.U.R. 1915C, 665, wherein abandoned property 
was included in the rate base, although not at the same 
value as active property, to protect an investment pru- 
dently made. 

5 A storage container for artificial gas was not in- 
cluded in the rate base where the company changed to 
natural gas. Re Columbus Gas & Fuel Co., P.U.R. 
1933A, 337, 362. A steam plant of small capacity was 
excluded from the rate base where no longer used or 
useful to a company changing to hydro generation. Re 
Northwestern Electric Co., 3 P.U.R. (N.S.) 1, 11 (1934). 

° In Enels v. Biglerville Water Co., P.U.R.1925E, 110, 
abandoned wells not used or useful were excluded from 
historical cost. In Knoxville v. South Pittsburgh Water Co., 
P.U.R. 1928B, 204, where reproduction cost was used, 
an abandoned ash conveyor was excluded from the rate 
base. However, an abandoned river crib which had 
served its useful life was included at second-hand value, 
1/7 of the utility company’s estimate. In Re State 
College Application Docket, N. 23790, Oct. 22, 1934, 
abandoned wells were excluded from the valuation for 
rate purposes, but included in the purchase price. 
Securities cannot be issued against abandoned property, 
Re Bondholders Protective Committee of Erie Railroad 
Co., 24 P.U.R. (N.S.) 433 (1938). Finally, abandoned 
property cannot pe included in capital accounts at the 
time of merger of two utilities. Losses should be amor- 
tized according to the Commission’s uniform accounting 
system, Robinson Ventilating Co. v. Harmony Electric 
Co., P.U.R. 1930D, 117. 

” Re Lone Star Gas Co., 
Sept. 13, 1933. 

8 Property unused for several years and not prac- 
ticable to be put into service again is not included in 
rate base. Department of Public Works v. Seattle Gas Co., 
3 P.U.R. (N.S.) 433 (1934). An old machine shop and 
tool house were excluded from the rate base when a new 
car barn with similar facilities was constructed. Depart- 
ment Public Service v. Grays Harbor Railroad and Light 
Co., 12 P.U.R. (N.S.) 178 (1936). Vessels and property 


Gas Utilities Docket No. 75, 
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erty from rate base valuation. 

Inclusion of Abandoned Property at Sal- 
vage Value. If the abandoned property has 
salvage or second-hand value, several 
states include such value in the rate base.! 
Although Pennsylvania generally excludes 
non-useful property, in Knoxville v. South 
Pittsburgh Water Co., P.U.R. 1928B, 294 
(Pa.), an abandoned river crib was in- 
cluded at its second-hand value. Likewise, 
the Washington commission in Department 
of Public Service v. Grays Harbor Railroad 
& Light Co., 12 P.U.R. (N.S.) 178 (1936) 
(Wash.), permitted an abandoned street 
railway to be included at its value solely 
for purposes of hauling fuel and supplies to 
the power plant. In Marlborough Elec. 
Petition, P.U.R. 1915C, 665 Massachu- 
setts states the rule that inactive property 
will be included in the rate base, but not 
at the same value as active property. Ulti- 
mately it is written off. 

Inclusion of Abandoned Property in Rate 
Base. The previous cases have either ex- 
cluded abandoned property entirely from 
the rate base or included it at its salvage or 
second-hand value. Only Maine has in- 
cluded abandoned property in its rate base 
at its book value. In Biddefor & S. Water 
Co. v. Itself, P-.U.R. 1920B, 580, abandoned 
property was included in the rate base be- 
cause there was no surplus against which 
to charge it, nor was there sufficient in- 
come against which to amortize it. Herein 
the court looked to the accounting meth- 
ods of the utility, and did not exclude the 
abandoned property from the rate base 
without any thought as to the actual treat- 
ment of the property on the books of the 
company. The Supreme Court of New 
Brunswick which is not bound by Smyth». 


out of service were not included in the rate base of a 
steamship company. Depariment Public Service v. Pugel 
Sound Navigation Co., 21 P.U.R. (N.S.) 177 wrest” 

® Taylor v. Northwest Light and Water Co., P.U.R 
1916A, 372. 

10 University City v. West St. Louis Water & Light Co., 
P.U.R. 1928D, 322 (Mo.) and Milne v. Montpelier and 
B. Light and Power Co., P.U.R. 1920E, 558 (Vt.). 
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Ames through dicta in King v. Board of 
Commissioners, 6 P.U.R. (N.S.) 179, 183 
(1934) expressed its view that abandoned 
property should be included in the capital 
account of the utility and dividends paid 
on it. The court felt that the stockholders 
should benefit from all improvements; 
otherwise, the utility would have no incen- 
tive to make improvements. 

Accounting as a Factor in Exclusion or 
Inclusion. We have observed that some 
commissions divorce valuation procedure 
from accounting principles, the figures of 
the accountant and his problems are not 
considered when abandoned property is 
excluded. Other commissions are. more 
realistic, although they may not be as ex- 
treme as the Maine Commission in the 
Biddeford case, and include abandoned 
property in the rate base because it cannot 
be written off against income or surplus 
account. Several commissions follow the 
common sense point of view that if there 
isany difference between the salvage value 
and the depreciation reserve, such excess 
should be amortized in the future through 
a “Property Abandoned” account or some 
similar account, but should not be included 
in the rate base." Thus, they permit the 
abandoned property to be reflected as an 
expense. Another method of placing aban- 
doned property in operating expenses is to 
make the regular depreciation charge 
heavy enough so that when property must 
be abandoned, the reserve will be suffi- 
ciently large to absorb it.” The last method 

4 Abandoned property is not included in rate base 
but value above depreciation reserve and salvage value 
is charged to ‘“‘Property Abandoned” account and 
amortized in future against operating expenses. Re 
Pacific Gas & Electric Co., 1 P.U.R. (Ns) 1 (1933) 
(Cal.); Re Coast Counties Gas & Electric Co., P.U.R. 
1931B, 105, 107 (Cal). Abandoned generating plant was 
not included in rate base, but if not written off through 
depreciation, it may be amortized in the future through 
operating expenses. The investor should be protected. 
Fredericton v. Maritime Electric Co., 6 P.U.R. (N.S.) 157, 
(1934). This case was decided by the New Brunswick 
Board of Public Utility Commissioners. Note how they 
follow the position of the New Brunswick Supreme 


urt in protecting the investor. 
2 Old taxicabs having no junk value were excluded 
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of treatment of abandoned property does 
not amortize over the future any excess 
amount above the reserve for depreciation. 
but charges such excess sum immediately 
to surplus. This method of course pre- 
sumes the existence of a surplus. 

In summary the previous cases indicate 
that New York, Ohio, Texas, Washington, 
Idaho and Pennsylvania exclude aban- 
doned property from the rate base. Maine 
will include it when the utility has no sur- 
plus or income against which to charge it. 
Pennsylvania modifies its stand on exclu- 
sion, by holding that if the property has 
any second-hand value such value will be 
included. Missouri and Vermont also in- 
clude abandoned property in the rate base 
at salvage value. Massachusetts will in- 
clude it at less than the value of active 
property. Although California, Indiana, 
and New Brunswick will not permit aban- 
doned property to be included in the rate 
base they will permit it to be debited to an 
“Abandoned Property’’ account which is 
then written off through operating ex- 


from valuation where an ample reserve was provided. 
Re Terminal Taxicab Co., P.U.R. 1915B, 546 (D.C.). 
Abandoned property was written off against deprecia- 
tion reserve. Re Lansing Fuel & Gas Co., P.U.R. 1921D, 
387 (Mich.). All superseded property was written off. 
Re Laporte Gas & Electric Co., P.U.R. 1921A, 824, (Ind.). 
$10,000 value on abandoned property set aside unless 
company can show that its depreciation allowance was 
not suficient. Re Molalla Electric Co., P.U.R. 1922C, 
810 (Ore.). Amount of abandoned Pror rty above sal- 
vage value was not included in rate . It was used for 
World’s Fair in St. Louis and should have been amor- 
tized out of earnings for that year. Re United Railway 
Co., P.U.R. 1923D, 759 (Mo.). 

18 Money expended for new paving upon abandon- 
ment of street car tracks. plus cost of abandoned track 
should be charged to reserve for depreciation. If the 
reserve is not sufficient it should be debited to lus. 
Public Service Commission v. St. Joseph R. L. Heat, 
Light and Power Co., 14 P.U.R. (N’S.) 113, 127 (Mo.). 
Abandoned small generators not included in rate base. 


Earnings in past were sufficient to amortize capital in- 
vested in them. For the Panama-California Interna- 
tional Exposition the utility put in larger rators, 
thus making the old ones useless. Re San Diego Con- 


soldated Gas and Electric Co., P.U.R. 1917A, 930 (Cal.). 
Unused and abandoned property is not included in 
valuation. If reserves for its retirement have not been 
set up, the stockholder should suffer Hoffman v. Elmira 
ds Light & Railroad Co., P.U.R. 1920D, 266 
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penses. The customary method of handling 
abandoned property is to write it off 
through the reserve for depreciation if the 
reserve is sufficient. Missouri, California 
and New York, however, favor debiting 
the amount of the abandoned property to 
surplus, provided the surplus account is 
large enough, thus the consumer would 
neither suffer from an increase in the rate 
base nor from increasing the expenses of 
the utility. 


ACCOUNTING FOR ABANDONED 
PROPERTY 


The accounting methods used in charg- 
ing off abandoned property by a utility de- 
pend upon the system of uniform account- 
ing prescribed by the commission and by 
the decisions of the commission in inter- 
preting such system when abandonment of 
property is presented as the point at issue. 

There are five possible ways of account- 
ing for abandoned property. First, the full 
book value may be debited to surplus if no 
reserve for depreciation has been set up, or 
the amount in excess of the reserve plus 
salvage value may be charged to surplus. 
Second, it may be written off against a re- 
serve which has been built up in the past 
as deductions from income. Third, it may 
be charged to present operating expenses. 
Fourth, it may be set up as a deferred 
charge and amortized in the future out of 
income, thus being a burden on future con- 
sumers. Fifth, it may be set up as a de- 
ferred charge and amortized in the future 
from surplus, thus placing a burden on the 
stockholder. Cases in the Public Utility 
Reports fall into all of the above five 
classes. Very few of them, however, deal 
with the problem of valuation of aban- 
doned property, even though the utility 
may have been asking permission of a pub- 
lic service commission to retire certain 
property, or to set up a property-aban- 
doned account. Nevertheless, these cases 
are considered to show how abandoned 
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property is treated from the accountant’s 
point of view. 

Charge to Surplus. In only a few cases are 
the stockholders penalized by debiting the 
book value of the abandoned property 
against surplus. The net effect of an entry 
of this type is merely a correction for a pre- 
vious error in judgment as to when the 
useful life of the abandoned asset would 
expire. Since profits were overstated in the 
past, the correction should be made against 
them through the surplus account. 

Charge to Reserve. If the accountant 
makes an accurate estimate of the amount 
that he should have in his depreciation re- 
serve, all that he need do when property is 
abandoned is simply to credit the asset 
account and debit the depreciation reserve 
account. This is in accord with modern 
accounting practice. 

Charge to Expense. In railway cases the 
Interstate Commerce Commission author- 
ized railroads to write off abandoned prop- 
erty against the operating expenses for the 


44 Asset credited, surplus charged. All America Cables 
and Radio (1940 35 P.U.R. (N.S.) 331 (N.Y.); Re Moun- 
tain Fuel Supply Co. (1940) 33 P.U.R. (N.S.) 3 (Utah). 
Abandoned section of street railway written off against 
surplus at book value. Re Northern States Power Co., 
PUR. 1933A, 297 (Wis.). Abandoned small generators 
were not included in rate base. Since earnings in past 
were sufficient to amortize capital invested in them they 
were debited to surplus. Re San Diego Consolidated Gas 
& Electric Co., P.U.R. 1917A, 930 (Cal.). Abandoned 

roperty should be charged against reserve and surplus 
or the excess. Re consolidated Gas Co., P.U.R. 1919E, 
542 (N.J.). 

48 Property built from contributions should be writ- 
ten off against contributions account; the excess should 
be charged to the reserve for depreciation account. Re 
Potomac Electric Power Co. (1939) 30 P.U.R. (N.S.) 
63 (Fed. P.C.). Abandoned property charged to reserve 
for depreciation. Re Yonders Electric Light & Power Co, 
15 P.U.R. (N.S.) 89 (1936) (N.Y.). Company sought to 
establish a “Property Abandoned” account, but was 
not authorized by the commission. The company was 
to charge the abandoned property against the reserve, 
then against surplus for the excess. Re Consolidated Gas 
Co., P.U.R. 1919E, 542 (N.J.). Abandoned property 
should be charged to reserve for depreciation and asset 
account credited. The commission said that the rate 
covered depreciation and that the reserve was sufficient 
to take this debit. Re Big Spring Electric Co., P.U.R. 
1927A, 655 (Utah). Abandoned property charged to 
depreciation reserve. Re Lansing Fuel & Gas Co, 
P.U.R. 1921D, 387 (Mich.). 
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Abandoned Property and the Rate Base 


year." This can be done for a large con- 
cern, where, perhaps, it is not the custom 
to keep depreciation reserves, because an- 
nual replacements would equal the amount 
set aside in the reserve. But such a method 
cannot be used in the average utility, be- 
cause the usual abandonment of property 
is such a great item that the operating in- 
come for one year would be unable to ab- 
sorb it. However, if abandoned property 
has a small book value the average utility 
can write it off among its operating ex- 
penses for the year. 

Debit to Deferred Charge Account. The 
most frequent method of accounting for 
abandoned property is to carry the un- 
amortized amount as a deferred charge to 
be amortized in the future. This is neces- 
sary because in the usual case of abandon- 
ment the sum to be charged off is so large 
that it cannot be debited to operating ex- 
penses. Since it cannot be charged against 
operating expenses it may either be 
debited to surplus as we have previously 
noted or amortized over a future period. 
The theory of debiting such abandoned 
property to surplus is quite sound, but as a 
practical matter utilities seldom have the 
large surpluses that competitive enter- 
prises possess. The utility is not subject to 
the risks that the competitive enterprise 
incurs, consequently it does not need as 
large a surplus for cushioning financial re- 
verses. The average utility capitalizes its 
losses by charging them to an abandoned 
property account, then amortizes the aban- 
doned property in the future either by a 
debit to operating expenses, which places 
the burden on the consumer,” or by debit- 


* Replacement cost under I.C.C. rulings charged to 
operating expenses. Replacement cost equals new prop- 
erty minus abandoned property. Kansas City S.R. Co. v. 
U.S., 231 U.S. 423 (1913). Electric Railway standard 
accounts provide for charging off to operating expenses 

donments “directly in connection with improve- 
ments.” Re St. Joseph R. Light. Heat & Power Co., 
(1934) 5 P.U.R. (N.S.) 253 (Mo.). 

" Fredericton v Maritime Electric Co.,6 P.U.R. (N.S.) 
157 (1934) (N.B.); Re Coast Counties Gas & Electric Co., 
P.U.R. 1931B, 105, 107 (Cal.); Re Pacific Gas & Electric 


247 


ing surplus and penalizing the stock- 
holder.4* The majority of cases favor the 
former position. 

Summary. Utilities do not ordinarily 
have enough surplus to absorb charges 
for abandoned property at the time of 
abandonment. But where possible, Cali- 
fornia, New Jersey, New York, Utah, and 
Wisconsin permit this procedure. Michi- 
gan, New Jersey, New York, and Utah 
also advocate debiting the abandoned 
property to a depreciation reserve when 
such reserve has been accumulated in the 
past. Only in cases involving railroads has 
abandoned property been debited directly 
to operating expenses for the period. How- 
ever, when we have abandoned property 
treated as a deferred charge and amortized 
in the future, we find the cases almost 
equally divided between those that favor 
charging the amortization to operating ex- 
penses and those debiting it to surplus. In 
the former group there is California, 
Idaho, Indiana, Missouri, and New Bruns- 
wick. In the latter group there is New 
Jersey, New York, and Wisconsin. 

Of the five ways the accountant can 
handle abandoned property, three of them 
will penalize the consumer by being re- 
flected in operating expenses; two will 
penalize the stockholder by being deduc- 
tions from surplus. Debiting abandoned 
property to a depreciation reserve built up 
in the past, to present operating expenses, 
or amortizing a deferred asset account 


Co., 1 P.U.R. (N.S.) 1 (1933) (Cal.); Re St. Joseph R. 
Light, Heat & Power Co., 5 P.U.R. (N.S.) 253 (1934) 
(Mo.); Re Laporte Gas & Electric Co., P.U.R. 1921A, 824 

d.); Taylor v. Northwest Light & Water Co., P.U.R. 
1916A, 372 (Idaho). 

18 Busses substituted for street cars. Abandoned 
property | em in abandoned property account to be 
written off in future against surplus. Re Eastern N. J. 
Power Co., P.U.R. 1930A, 419 (N.J.). Unused and aban- 
doned property is not included in valuation. If reserves 
for its retirement have not been set up, the stockholder 
should suffer. Hoffman v. Elmira Water, Light & Rail- 
road Co., P.U.R. 1920D, 266 (N.Y.). Excess above scrap 
put in abandoned property account; amortized against 

lus in future. Re Wisconsin Power & Light Co., 
P.U.R. 1931C, 289 (Wis.). 
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through operating expenses in the future 
are instances where abandoned property, 
although not included in the rate base, can, 
nevertheless, force the consumer to pay a 
higher rate by being charged increased 
cost of service. If abandoned property is 
debited directly to surplus at the time of 
abandonment or amortized in the future 
against surplus, the investor takes the loss, 
not the consumer. 

Uniform Accounting Systems. The states 
in prescribing accounting systems to be 
used by the utilities under their jurisdic- 
tion fall into four categories: (1) Those 
commissions that prescribe no uniform 
system; (2) those commissions that advo- 
cate the system used by the Federal Power 
Commission; (3) those commissions that 
follow the 1922 system authorized by the 
National Association of Railroad and 
Utility Commissioners or its revision; 
and (4) those commissions which prescribe 
a system of their own. 

There are seven states in the union that 
do not regulate electric utilities; they are 
Delaware, Iowa, Florida, Louisiana, Min- 
nesota, and South Dakota. Nebraska has 
only rural regulation of the electric in- 
dustry and Texas regulates only the gas 
industry. Texas reports that most of the 
companies in the state use the uniform 
system of accounts prescribed by the 
Federal Power Commission. New Mexico 
possesses a new Public Service Commis- 
sion, created on July 15, 1941. To the 
writer’s present knowledge this new com- 
mission has not promulgated any uniform 
system of accounts; preliminary informa- 
tion indicates, however, that it, too, leans 
toward the adoption of the system devised 
by the Federal Power Commission. 

Eleven states follow the system pre- 
scribed by the Federal Power Commission: 
California, Connecticut, Indiana, Idaho, 
Kansas, Maryland, Michigan, Missouri, 
North Carolina, Pennsylvania, and West 
Virginia. Under the Federal Power Com- 
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mission method of handling abandoned 
property, such property is charged to a 
deferred charge account, #141, “‘Extraor- 
dinary Property Losses.’”’ This charge is 
then amortized as an operating expense 
with the permission of the commission 
through an expense account, #506, ‘“Prop- 
erty Losses Chargeable to Operations. 
Instructions for the use of these two ac- 
counts are as follows: 

141, Extraordinary Property Losses. 


A. This account shall include, when so author- 
ized or directed by the Commission, losses in 
service value of property abandoned or otherwise 
retired from service which are not provided for by 
the depreciation or other reserves and which could 
not reasonably have been foreseen and provided 
for. It shall include also, when so authorized or 
directed by the Commission, extraordinary losses, 
such as unforseen damages to property which 
could not reasonably have been anticipated and 
which are not covered by reserves or by insurance. 

B. The entire loss in service value of deprecia- 
ble property retired shall be charged to the de- 
preciation reserve. If all, or a portion, of the loss 
in service value is to be included in this account, 
the depreciation reserve shall then be credited and 
this account charged with the amount properly 
chargeable hereto. 

C. This account shall be so maintained that 
convenient itemization may be made of all 
amounts included herein. 

D. Before making any entries in this account, 
the utility shall obtain the approval of the Com- 
mission. Application for permission to use the 
account shall be accompanied by a statement or 
statements giving a complete explanation of the 
nature and cause of the property loss together 
with a description of the property, its location, the 
original cost thereof, classified in accordance with 
the prescribed electric plant accounts, the cost to 
the utility, the amount of waterpower value or 
other intangible value carried in the accounts 
with respect to such property, the amount at 
which the property is retired or to be retired, the 
amount, if any, chargeable to the depreciation or 
other reserves (showing cost thus chargeable, 
salvage, and cost of removal), the amount it is 
proposed to include in this account, the period 
over which and the accounts to which it is pro- 
posed to write off the loss, and a copy of any state- 
ment or statements made or planned to be made 
to a trustee under a mortgage or other indenture 
with respect to the property. 


506. 
Th 
credit 
amoul 
charge 
Te 
the 
Utilit 
sanct 
that 
Com: 
aban 
a def 
and 
thro 
Jerse 
tem. 
use 
there 
the | 
Utili 
Class 
Utili 
prop 
a de 
follo 
132. 
Th 
which 
origi 
disma 
or ab 
lesce 
other 
vide 
thus 
or m¢ 
mine 
This 
ferre 
cific 
Utiliti 
eral F 
Printi 
20 
Utili 
Com 
New 


506. Property Losses Chargeable to Operations. 


This account shall be charged with amounts 
credited to Account 141, Extraordinary Property 
Losses, when the commission has authorized the 
amount in the latter account to be amortized by 
charges to operations.'® 


Ten states follow the systems devised by 
the National Association of Railroad and 
Utilities Commissioners. The latest system 
sanctioned by the NARUC is the same as 
that advocated by the Federal Power 
Commission as far as the charging off of 
abandoned property is concerned. That is, 
a deferred charge account, #141, is debited, 
and this account in turn is written off 
through operations, account #506. New 
Jersey, Utah, and Wisconsin use this sys- 
tem. Arizona, Oklahoma, and Tennessee 
use the 1922 system or modifications 
thereof. Under the method prescribed by 
the National Association of Railway and 
Utilities Commissioners in their Uniform 
Classification of Accounts for Electrical 
Utilities adopted in 1922, abandoned 
property was debited to account #132, 
a deferred charge. Its use is described as 
follows: 


132. Property Abandoned. 


This account is intended as a suspense account 
which shall include the retirement loss (i.e., the 
original cost, estimated if not known, plus cost of 
dismantling, less salvage) on property destroyed 
or abandoned because of replacement, of obso- 
lescence of an extraordinary casualty, or for any 
other reason, when such loss has not been pro- 
vided for in advance through a reserve. Amounts 
thus charged should be amortized through annual 
or more frequent charges over a definitely deter- 
mined period to such accounts as shall be proper.?° 


This method is not clear as to how the de- 
ferred charge will be written off. No spe- 
cific account is provided as under the 


* Uniform System of Accounts prescribed for Public 
Utilities and Licensees, Effective January 1, 1937; Fed- 
eral Power Commission; United States Government 
Printing Office, Washington D. C. 

* Uniform Classification of Accounts for Electrical 
Utilities; National Association of Railway and Utilities 
Commissioners; 1922; State Law Reporting Company, 
New York, N. Y. 
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Federal Power Commission system, but 
the abandoned property shall be amortized 
by annual charges to such accounts as are 
deemed proper. Other states using the 
NARUC system or modifications thereof 
are Arkansas, Colorado, Georgia, North 
Dakota, and Washington. 

Three states, Maine, Montana, and New 
Hampshire use systems of uniform ac- 
counting patterned upon both the Fed- 
eral Power Commission’s method and 
the method advocated in 1922 by the 
NARUC. In Maine a deferred charge ac- 
count, #132,” is debited when authorized 
by the commission. This account although 
bearing the account number of the 1922 
NARUC classification contains a descrip- 
tion similar to that under the Federal 
Power Commission system. It is amortized 
against operating income through account 
#401E.% Montana provides no account 
numbers in its classification, but merely a 
list of account titles and descriptions of 
their uses. For extraordinary casualties a 
deferred charge account, “Extraordinary 
Casualties Suspense Account,” is charged 
and is then transferred in part each month 
to an expense account, “Contingencies 
(Extraordinary).”’ New Hampshire follows 


21 “132 Extraordinary Property Losses. This account 
shall include, when so authorized or directed by the 
Commission, losses in service value of property aban- 
doned or otherwise retired from service which are not 
provided for by the depreciation or other reserves and 
which could not reasonably have been foreseen and pro- 
vided for. It shall include also, when so authorized or 
directed by the Commission, extraordinary losses, such 
as unforeseen damages to property which could not 
reasonably have been anticipated and which are not 
covered by reserves or by insurance. 

“The entire loss in service value of depreciable prop- 
erty retired shall be charged to the depreciation reserve. 
If all, or a portion, of the loss in service value is to be 
included in this account, the depreciation reserve shall 
then be credited and this account charged with the 
amount properly ble hereto. 

“This account shall be so maintained that convenient 
itemization may be made of all amounts included herein. 
(See account 401E.)” 

Deferred Retirement Losses. This account shall 
or general operating property retired whi e utility 

hereto each month with concurrent credits to 
account 132, Extraordinary Property Losses. (See in- 
struction 23-D.)” 
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the accounting numbers of the Federal 
Power Commission and numbers its de- 
ferred charge account #141. However, the 
description and use of the account are 
fashioned upon the 1922 system of the 
NARUC,” for no account is designated 
through which to amortize this deferred 
charge, but the writing off of the aban- 
doned property is within the discretion of 
the commission. 

The above survey of the uniform ac- 
counting systems adopted by the state 
commissions indicates that all of them 
treat abandoned property as a deferred 
charge when there is no reserve sufficiently 
large to absorb the charge; a majority of 
them advocate writing such suspense ac- 
counts off through operating expenses, and 
a minority, following the 1922 system of 
the NARUC, leave the decision as to the 
method of absorbing the deferred charge 
to the commissions or individual account- 
ants. Therefore, under this older system 
there is a possibility that the abandoned 
property may be written off either as a 
charge to operations or as a debit to sur- 
plus. The modern tendency under the uni- 
form systems of accounting is to penalize 
the consumer, rather than the stockholder 
when property is no longer used nor useful. 


CONCLUSIONS 


The previous analysis of the cases dis- 
closes that the great majority of commis- 
sions will not include abandoned property 
in the rate base for valuation purposes. 
The commissions of California, Idaho, and 
Indiana, however, include the amortiza- 


%3 “141. Property Abandoned. This account is intended 
to be used, with the consent of the Commission, as a 
suspense account which shall include the retirement loss 
(i.e., book cost, estimated if not known, plus cost of 
dismantling, less salvage) on property destroyed or 
abandoned because of replacement, of obsolescence, of 
an extraordinary casualty, or for any other reason, when 
such loss has not been provided for in advance through 
a reserve. Amounts thus charged should be amortized 
though annual or more frequent charges over a defi- 
nitely determined period to such accounts as shall be 
prescribed by the Commission.” 
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tion of abandoned property in the operat- 
ing expenses of the utility, but exclude 
such property from the rate base. By in- 
creasing the expenses of the utility these 
states penalize the consumer to the same 
degree as the states that include the aban- 
doned property in the rate base. However, 
New Brunswick goes one step further in 
penalizing the consumer by advocating the 
inclusion of the abandoned property in the 
rate base and its amortization through 
operating expenses. Since all of the states 
seem to agree that abandoned property 
must ultimately be amortized against 
revenues, whether or not it is included in 
the valuation for rate purposes, the crux of 
the entire problem from the consumer’s 
point of view is not whether he is made to 
pay the increased rate through an ip- 
creased rate base, rate of return, or operat- 
ing expenses, but whether he or the stock- 
holder is going to pay for the abandoned 
property. Wisconsin, New York, New 
Jersey, and California commissions would 
make the stockholder bear the brunt of 
losses through abandoned property by 
debits to surplus. 

The cases indicate that in modern rate 
determination expenses are a larger factor 
in determining the ultimate charge to the 
consumer than the value of the property 
included in the rate base. Therefore, would 
it not be more simple to estimate the net 
earnings that a utility should have by sub- 
tracting the estimated expenses from the 
estimated income. The probable expenses 
for a utility could be ascertained from its 
records, which should be in accordance 
with rules laid down by the commission. 
The commission would then only have to 
keep its eye fixed on the expenses of the 
utility, and not have to befuddle itself 
with an approved rate of return and rate 
base. There would be no problem of in- 
cluding used and useful property at origi- 
nal cost or reproduction cost, but simply @ 
determination of how much the property 


she 
book 
its 4 
of tl 
lost 
«ture 
anot 
obtz 
pay 
va 
as 
pru 
sho 
mis 
indi 
the 
res 
ex 
as 
sta 
bro 
er 
res 
me 
tra 
pre 
fur 
cit 
pu 
va 
(0 
pl 
P 


should be depreciated each year from its 
book value, which in accepted accounting 
practice is original cost. Thus, the com- 
mission could direct its inquiry and focus 
its attention on the one important aspect 
of the problem, expenses, and not become 
lost in a maze of overemphasized conjec- 
tures which have tended to nullify one 
another. 

Since the utility is chiefly interested in 
obtaining a sufficient return to enable it to 
pay its operating expenses and the pre- 
vailing dividend rate on its common stock 
as well as maintaining a surplus deemed 
prudent by such enterprises, such factors 
should be weighed directly by the com- 
mission in fixing the net earnings and not 
indirectly as at present. The capital struc- 
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ture is already regulated by the Securities 
Exchange Commission and by local utility 
commissions. Therefore, in ascertaining a 
fair return, the commission would only 
have to see that all of the operating ex- 
penses were legitimate, and authorize a 
rate sufficient to give an income in excess 
of operating expenses, large enough—over 
a period of time—to keep capital in the 
industry. This would be the lower limit to 
the rate, a compensatory return. The 
upper limit would be the limitation of 
reasonableness—that 

. .. What the public is entitled to demand is that 
no more be exacted from it for the use of a public 


highway than the services rendered by it are rea- 
sonably worth.* 


* Smyth v. Ames, 169 U. S. 466, 547, 1898. 


ACCOUNTING STATEMENTS FOR 
PUBLICATION 


HERBERT E. MILLER 


HE FOLLOWING comments refer to 

certain matters in the presentation of 

published accounting statements for 
the typical going concern. Through this 
restriction the topic can be narrowed to 
exclude special accounting problems, such 
as reorganizations, and the accounting 
statements of unique businesses, such as 
brokerage firms. In other words, the gen- 
eralizations that may be forthcoming are 
restricted to the usual published state- 
ments of industrial, public utility, or 
trading firms. 

The fact that accounting statements 
prepared for publication have important 
functions and obligations need not be re- 
cited here. It probably is conceded that 
published statements should permit a 
variety of sound uses by the many groups 
(owners, creditors, management, em- 
ployees, government, and the general 
public) who rightly are entitled to ade- 


quate, unambiguous disclosure. Further- 
more, it seems reasonable to suggest that 
excellence in statement presentation is co- 
ordinate with the conception of a business 
enterprise, to paraphrase Mr. Paton,’ as a 
continuing stream of activity rather than 
a series of positions, with the primary task 
of the accountant being the preparation of 
reports on the course of this stream, in 
appropriate time sections. 

If it is acceptable that accountants 
should report the course of this continuing 
stream of activity, then it seems reason- 
able to seek the deveiopment of techniques 
through which more adequate information 
may be communicated to the increasingly 
statement-conscious public. Associated 
with this development is the important, 
continuing public-relations task, nicely 
stated by Mr. Arthur Andersen as “the 


1 See Paton, Recent and Prospective Developments in 
Accounting Theory, p. 1. 
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problem of educating the public as to the 
meaning and fundamental limitations of 
accounting statements.’ This second task 
seems necessary, for it appears that some 
statement users have a mistaken concep- 
tion of what is presented by published ac- 
counting statements. One would gather 
from the unqualified reliance of these in- 
dividuals on published statements, that 
their impressions of accounting accom- 
plishments are somewhat idealistic. Ac- 
counting statements in fact do not attain 
so ideal a level.* And although accountants 
have long recognized that financial state- 
ments have certain definite limitations, to 
quote Mr. M. B. Daniels, “events of recent 
years have shown that the general public 
and even many bankers, lawyers, and 
financial analysts have been aware of these 
limitations in only a vague fashion.’ 

In view of this, it seems reasonable to 
inquire whether some improvement might 
not evolve from an elaboration, or expan- 
sion, of certain items or sections usually 
presented in published statements. Such a 
process principally would involve the in- 
corporation of reasonably detailed sup- 
porting schedules into published state- 
ments. In other words, without disturbing 
underlying accounting standards or prin- 
ciples, significant progress might develop 
through a more complete presentation of 
the accounting material collected or ob- 
tainable from presently used accounting 
and auditing procedures. 

In order to clarify this point of view, 
several techniques relating to statement 
presentation will be submitted in brief. 
The depreciation item will be used for the 
first suggested elaboration. 

* Arthur Andersen, “‘Present-day Problems Affecting 
the Presentation and Interpretation of Financial State- 
ments,” Journal of Accountancy November, 1935, p. 332. 

* Sanders, Hatfield, and Moore, A Statement of Ac- 
counting Principles, P- 117: “ “He [the accountant] knows 
as well as any one how many guesses lurk behind the 
figures to which he has given mathematical exactitude.’ 
(Prof. Nathan Isaacs, in Harvard Law Review, Vol. 


XLVI, No. 5, p. 786.)” 
* Financial Statements, p. 5. 
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It probably is conceded that deprecia- 
tion entries should be interpreted as 
reasonable estimates—nothing more. But 
granting this, the all-inclusive nature of 
those items suggests that significant fac- 
tors may be merged or smothered within 
a single figure. No distinction appears 
which would convey to the statement user 
the various degrees of estimation or ob- 
jective support often hidden within a com- 
posite depreciation charge. It seems quite 
likely that within a depreciation program 
various degrees of approximation are often 
attained due to the fact that different as- 
sets offer different problems in the meas- 
urement of depreciation. Some assets may 
be short-lived and hence require replace- 
ment at such brief intervals that their use 
life can be accurately estimated. In addi- 
tion, for the short-lived group, obsoles- 
cence seldom becomes a significant prob- 
lem. In this connection I should like to 
quote George O. May, “Technological 
progress is not likely to affect materially 
the replacement cost of the units with 
short lives, nor is it likely to have much 
effect upon the length of their lives. In the 
case of long-lived assets its effect may be 
very considerable in either or both re- 
spects.’”® In other words, in any given 
composite depreciation charge, there is not 
a single, uniform degree of approximation, 
but several. Although precision may not 
be obtainable, it nevertheless might be 
beneficial if some broad bases were estab- 
lished to evaluate, even though roughly, 
the various degrees of estimation involved. 

If the above is true, perhaps a technique 
of classifying the depreciation charges ac- 
cording to estimated use-life categories 
would lend extra enlightenment on the 
extent of the approximation inherent in 
depreciation entries. The adoption of such 
a technique would involve either a sup- 
porting schedule or a slight modification 


5 “The Relation of Depreciation Provisions to Re- 
placement,” Journal of Accountancy, May, 1940. 
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in the presentation of depreciation on the 
rofit-and-loss statement. The example 
ofiered is labelled Exhibit A. It should not 
be supposed that the arrangement used 
here is necessarily in final form. 

Exhibit A 

Estimated Depreciation: 
On Assets thought to have a use life not ex- 


ceeding three years.’ xx 
On Assets thought to have a use life not ex- 
ceeding ten years, but over three. xx 
On assets thought to have a use life not ex- 
ceeding twenty-five years, but over ten. xx 
On assets thought to have a use life of over 
twenty-five years. xx 
Total xxx 


It seems possible to justify the illus- 
trated technique on the grounds that such 
detail would provide a rough test on the 
extent of and varying degrees of approxi- 
mation involved in the depreciation en- 
tries.6 In this connection, it might con- 
tribute to a more enlightened understand- 
ing of depreciation entries by statement 
users. In addition, however, the presenta- 
tion of the suggested detail on published 
statements would facilitate more compre- 
hensive statement uses. This feature might 
easily be the basis for an entire article. 


* The suggested treatment is not repugnant to pro- 
that obsolescence should be accrued separately 
tom the effect of physical factors. In fact, each en- 
deavors to clarify the depreciation “lump” but in dif- 
ferent senses. See C. A. Moyer, “Should Obsolescence 
be Separately Accrued?” AccounTING REVIEW, June, 
940, p. 25. See also H. F. Taggart, “Accounting for 
Functional Depreciation,”” ACCOUNTING REviEW, De- 
cember, 1940. 

"Three years was selected because, for statistical 
purposes, it is sometimes held that assets having a use 
life expectancy of not more than three years should be 
treated as nondurable goods. The statistical data possi- 
bilities that such a technique would afford are a by- 
— that perhaps should be kept in mind. Use life 

refers to the original or entire use life, not that 
remaining. 

*In thinking about this matter it should be noted 
that a uniform absolute error in years relating to dif- 
ferent use life groups will cause a varying degree or per- 
centage of error; e.g. a one-year error on a five-year 
estimated use-life equals in percentage terms a ten- 
year error, if in the same direction, on a fifty-year 
estimated use-life. Even after allowing for this natural 

Saving” or “‘minimizing” influence, it is felt that the 
above comments still may be worth while. 
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Suffice it to say that for the purpose at 
hand, such possibilities are merely noted. 
For example, interest-paying ability might 
be better ascertained in view of the avail- 
able gauge of replacement requirements, 
or it could be discovered to what extent 
the revenue stream was sufficient to cover 
depreciation charges on the short-lived or 
other asset groups and thereby approxi- 
mate a given firm’s general vulnerability.® 

For instance, suppose a manufacturing 
firm with a substantial investment in long- 
lived assets reports an operating loss of 
$50,000. Suppose further that the reported 
operating loss is roughly equivalent to the 
depreciation charge relating to the asset 
group having a use-life expectancy exceed- 
ing ten years. If a $50,000 operating loss 
were reported by another firm, comparable 
in every respect except as to fixed-assets 
composition, the latter firm having a con- 
centration in short-lived assets, the re- 
ported losses would not be equivalent in 
all respects. In general, the using up of 
short-lived assets implies a near-future 
financing problem, while the using up of 
longer-lived assets usually does not call for 
such an immediately impending outlay. 
Long-lived assets also seem to offer 
greater postponement opportunities. It is 
quite likely, therefore, that the company 
having the concentration in longer-lived 
assets may be better able to maintain a 
reasonably sound financial position during 
a not-too-extensive business depression. 
This type of implication is not easily dis- 
tinguishable if a single depreciation figure 
is published. 

In harmony with this approach, a con- 
siderable amount of misunderstanding 
might be avoided if some technique could 
be devised which would properly warn 

® As evidence that such considerations prevail the fol- 
lowing quotation from the Annual Report to Stock- 
holders of Northwest Airlines, June 30, 1939, is offered: 
“Although the year’s operations resulted in a net loss, 
this loss was only about 32% of our di jation, as a 


result of which the current position of the company 
showed considerable improvement.” 
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statement users against the use of a single 
dollar concept when dealing with account- 
ing statements—particularly the balance 
sheet. The main function of such a tech- 
nique should be to reveal to the statement 
user a clearer picture of actual accounting 
attainment. 

As is generally recognized, some ac- 
counts automatically reflect current dollar 
values. These accounts either are active 
enough, have a balance of recent origin, or 
represent a determined money claim so 
that the account balance has a significance, 
at a given date, above a simply nominal 
dollar amount. Other accounts, mainly 
fixed and intangible assets, have no such 
natural “up-to-date” characteristics. The 
balances of these latter accounts, repre- 
senting in many instances a sort of slow- 
moving average, should not be expected to 
convey the same meaning as the former 
accounts and should not be interpreted as 
presenting a similar type of dollar conno- 
tation. 

It seems reasonable to expect that a 
portion of the misunderstanding attribut- 
able to price-level variations might be re- 
moved if the statement presentations re- 
vealed the approximate dates of significant 
investments in fixed assets. Perhaps a con- 
siderable amount of confusion on this score 
arises from a deficiency of supplementary 
supporting schedules. If sufficient detail 
about certain account balances or classifi- 
cations were available for the interested 
statement user, better results might be 
forthcoming. I offer quotations from 
Messrs. Paton and Littleton and from Mr. 
Kohler. “The development of ways and 
means of reporting supplementary data 
effectively should be encouraged even 
though it is agreed that the primary basis 
of recording and reporting is cost.’”° 

1° Paton and Littleton. Introduction to Corporate Ac- 
counting Standards, p. 126. And again on page 140: 
““Gains and losses in purchasing power as such are not 


disclosed by a scheme of accounting which deals only 
with recorded dollar costs and treats all recorded dollars 
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“|. . the maximum information necessary 
for interpretative purposes must accom- 
pany the balance sheet.’ 

In order to facilitate greater clarity and 
perhaps combat some misunderstanding, 
it is suggested that the fixed-assets section 
should be presented, or supported by 
schedules, in such a fashion that the fol- 
lowing three extremely significant types of 
detail would be apparent.” (1) Gross 
amount of fixed assets and accompanying 
reserves, classified by year groups in which 
the assets were acquired. This detail would 
provide statement users with appropriate 
information to evaluate expansion pol- 
icies. It would also enable interested per- 
sons to apply various price level indices 
according to their fancies or specialized 
problems. It might also curtail some of the 
discussion that periodically prevails con- 
cerning appraisal purposes. I might add 
parenthetically that whether or not one 
has been favorably impressed by argu- 
ments urging the recognition of appraisal 
figures in the accounts, he should be willing 
to supplement any cost figure with rele- 
vant, impartial information. (2) Gross 
amount of plant and accompanying re- 
serves classified according to use-life age 
groups (as suggested for profit-and-loss 
depreciation items). This detail might 
enable one to gauge in general terms 


as homogeneous, and it is not unreasonable to hold that | 
such accounting might be supplemented in some appro- 
priate manner.” 
1 E. L. Kohler, “Balance Sheet Standards,” The 
Certified Public Accountant, December, 1931, p. 374. 
But whenever supporting detail is being considered, the 
following quotation should be kept in mind: “It is an 
important and inescapable fact, frequently overlooked, 


that those who — balance sheets can never hope to 


reduce a complex business enterprise to terms s 
pee to be comprehended by the layman having no 
knowledge of finance.” 

18 This seems to be in agreement with the second 
principle of cost developed in the presentation of “Ac- 
counting Principles Underlying Corporate Finan 
Statements” prepared by the Executive Committee of 
the American Accounting Association. ‘‘Costs incurt 
should be appropriately classified to facilitate tracing 
and absorption in terms of operating activity and ac- 
counting periods... .” 
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present and future replacement needs and 
also to test to what extent outlays for 
short-lived assets and outlays for long- 
lived assets were being recovered. (3) A 
plant-ledger reconciliation revealing the 
amount of expenditures on owned assets 
that have been capitalized, additions and 
how paid for, and disposals. (Concerning 
intangible assets, their sources and amorti- 
zation programs, if any have been adopted, 
should be revealed.) 
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Schedule 1 


255 


In the annual reports of United States 
Steel Corporation and Great Northern 
Railway Company a considerable amount 
of supporting detail is presented. In my 
opinion, publication of significant support- 
ing detail is a stride forward. Two of the 
schedules published by United States Steel 
Corporation are presented in conjunction 
with a hypothetical illustration revealing 
the suggested detail on the fixed-assets 
section, and are labeled Exhibit B. 


(Hypothetical) 


FIXED ASSETS SCHEDULED ACCORDING TO ACQUIREMENT 
December 31, 1941 


Cost Estimate 


Allowance or Carrying 


Other 


Prior 1921 
Land, from preceding firm at book value 
Building 
1921-1925 
Buildings, by preferred stock at par 
1926-1930 
Land, donated and valued by authority of 
directors 
Buildings 
Equipment 
1931-1935 
Equipment 
1936-1938 
Equipment 
1939 


$ 
50,000 
100, 000 


Equipment 

Building 
1940 

Equipment 
1941 


Equipment 


Reserve for Value Other 
Depreciation Than Land Of Land 


$ $ $ 
50,000 
80,000 90,000 
150, 000 225,000 


Cash 


20,000 
45,000 


6,000 
8,000 
3,500 
9,000 
1,000 
1,000 


30,000 
55,000 


14,000 
37,000 


36, 500 
166, 000 


14,000 
34,000 


Totals 


$323,500 $701,500 $75,000 
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(Hypothetical) 


FIXED ASSETS SCHEDULED ACCORDING TO USE-LIFE ESTIMATES 
ADOPTED IN DEPRECIATION PROGRAM 


Expected Use- 
Life 
Under 3 years 
Between 3-10 
Between 10-25 
Above 25 
Above 25 


Equipment 
Equipment 
Equipment 
Equipment 
Buildings 
Add Land 


Reserve 
20, 
17, 
20, 
259 


$1, 100,000 


ry 
m- 
nd 
on 
by 
ol- 
of 
OSS 
ng 
ich 
| 
er- 
ces Carrying 
ed 
yn- 
dd 70,000 
ne 75,000 300,000 
sal 25,000 25,000 
e- 
re- 45,000 
Be 40,000 
153,000 
ht 15,000 
ms 
35,000 
=| 
he 
74. 
the 
an 
ed, 1941 
: to Carrying Depreciation 
» Gross Value Provision 

$ 90,000 $ 70,000 $15,000 

nd 135,000 117,500 12/000 
Ac- 70,000 50,000 27000 
ial 10/000 3,000 225 
of 720,000 461,000 15,000 
ed 75,000 75,000 
$323, 500 $776, 500 $44,225 


256 The Accounting Review 
Exhibit B 
Schedule 3 (Hypotheti 
RECONCILIATION OF FIXED ASSETS FOR THE YEAR seta. 
ENDED DECEMBER 31, 1941 
Buildings Equipment 
Land 
Cost Reserve for Cost Reserve for 
Depreciation Depreciation 
Balance 12/31/40 $75,000 $720,000 $269,000 $290,000 $53,275 
Deduct Improvements 25,000 
(This is not a recommendation that im- 
provements should be charged to the 
Reserve for Depreciation) 
Add New Acquirements (Cash) 35,000 
Deduct Disposals 20,000 18,000 
Add Depreciation Provision, 1941 15,000 29,225 
Balance per Balance Sheet 12/31/41 $75,000 $720,000 $259,000 $305,000 $64,500 
Exhibit B 
Schedule 4 
UNITED STATES STEEL CORPORATION 
Detail of Balance Sheet Items: 
Fixed Assets (000’s omitted) 
Gross Returns Reclassifi- Gross 
Investment Additions & Sales cations & Investment 
12/31/38 in Year in Year Adjustments 12/31/39 
Real Estate $ 98,564 $ 458 $ 1,598 $830 $ 98,256 
Plant, Mineral & Manufacturing* 1,852,201 22,485 22,652 (908) 1,851,126 
Transportation R.R., Lake, & Ocean S. S. 367, 150 3,118 4,111 176 366, 331 
Investment in Mine Stripping, etc. 26,402 1,858 5,595 826 23,491 
$2, 344, 317 $27 ,919 $33,956 $924 $2, 339, 204 


* Includes dock and river transportation equipment auxiliary to and a part of manufacturing properties. 


Schedule 5 
Reserves (000’s omitted) 
DEPLETION, DEPRECIATION, AMORTIZATION, 
AND OBSOLESCENCE RESERVES 
Income 1939 1939 

Balances Set Aside Expend. & Trans. & Balances 

12/31/38 1939 Charges Adjust. 12/31/39 
Depletion $ 9,956 $ 2,566 $ 2,602 $ 30 9,949 
Depreciation 958,617 58,094 20,493 19, 526 1,015,745 
Amortization 178, 886 (8,933) 169 , 953 
Blast Furnace Relining 19,916 2,720 1,236 21,400 
Sundry Other 10,422 (10, 422) 
Total $1,177,797 $63 , 380 $24, 331 $ 201 $1, 217,047 


The exact form or arrangement, how- 
ever, is not so vital for the purpose at hand. 
The important question is whether the de- 
velopment and adoption of the type of 


presentations mentioned in these com- 
ments would further clarify accounting’s 
accomplishments and provide for a wider 
variety of statement uses. 
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COST ANALYSIS 


FOR ELECTRIC 


UTILITIES 


ROBERT E. 


1. PURPOSE OF COST ANALYSIS 


OST ANALYSIS in electric-utility ac- 
9 counting has been somewhat neg- 

lected. The common attitude has 
been that since there is only one product 
in most cases, the determination of cost 
per kilowatt-hour at various points in the 
generative and distributive process is as 
far as cost analysis need go. Many of the 
larger private and municipal utilities, how- 
ever, have given serious attention to the 
possibilities of more extensive cost analy- 
sis. 

In competitive enterprises the basic 
function of cost analysis has to do with 
cost control, although other functions are 
of varying importance in given situations. 
In a monopolistic enterprise the cost- 
control aspect is still important, but per- 
haps the whole relationship between costs 
and rates is more so. If costs can be broken 
down according to classes of service or 
groups of customers such analysis is very 
useful as a guide in designing the rate 
structure. Having been so used, continuous 
cost analysis will help suggest desirable 
changes in rate structure as cost of render- 
ing service or conditions of demand and 
consumption change. In unusual cases the 
costs can be used as a basis for cost-plus 
sales or other special types of contracts. 
Furthermore, it follows logically that it is 
easier to justify before a regulatory body 
differential rates which have taken cost 
into consideration. 

Expense of cost control is the second 
major function of cost accounting for an 
electric utility. In this connection extended 
discussion seems unnecessary. The ac- 
countant should determine (1) what the 
costs in detail ought to be at different 


WALDEN 


levels of output, and (2) what they 
actually are. The first of these points is 
accomplished by the establishment of a 
“flexible budget,” or a set of expense 
standards for various possible levels of 
output. Such standards must be set with 
extreme care and the work demands the 
codperation of the entire staff. Having set 
the standards, the second point is to design 
records and organize duties so that there 
is adequate reporting of actual perform- 
ance. Comparison of results with stand- 
ards, and analysis of the variances, is the 
final step in throwing the spot-light on 
costs. 

Since this type of cost analysis is rather 
well understood and already in wide use, 
the remainder of this discussion will be de- 
voted to the first of the two above- 
mentioned major functions of cost analysis 
for an electric utility. 


2. DISTRIBUTION AND ALLOCATION 
OF COSTS 


There is rather general agreement 
among utility experts that the first step in 
this type of cost analysis should be a re- 
grouping of the expenses. In the FPC- 
NARUC’ systems, the operating expenses 
are functionalized under the following 
headings: production, transmission, dis- 
tribution, customers’ accounting and col- 
lecting, sales promotion, and administra- 
tive and general. Depreciation and taxes 
have been classified outside the operating 
expense accounts proper, but they must be 

1 Federal Power Commission, Uniform System a Ac- 
counts, 1937. U. S. Government Printing office, Wash- 
ington. 152 p. 

National Association of Railroad and Utilities Com- 
missioners, Uniform System of Accounts for Electric 
oP 1937. State Law Reporting Co., New York. 

p- 
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} 
, 


258 


included in a cost analysis. The first step, 
then, is the distribution of these expenses 
to three main classes (capacity costs, 
energy costs, and customer costs), before 
attempting allocation to customers or 
groups of customers. 


a. Capacity Costs 


In the first main class would be placed 
capacity, or demand, or fixed costs—i.e., 
those costs which are relatively indepen- 
dent of the amount of electricity produced. 
In apportioning expenses to this group, a 
going concern is assumed. Admittedly 
there are some expenses which would not 
be incurred in the event of a continued 
shut-down. But if customers are being 
served, these same expenses must be met 
and they go on with little dependence on 
the actual output. In an electric plant 
these fixed costs are a very considerable 
portion of the total costs. The productive 
process is a highly mechanized one in 
which there is heavy plant investment and 
much labor of the type that is “on the 
job” whether all or only a few of the 
turbines are running. 

Among the plant expense accounts the 
following would ordinarily be classed as 
capacity costs: depreciation, property 
taxes, supervision, and maintenance.” Ac- 
cording to some authorities* a portion of 
the station labor, fuel, and supplies should 
also be considered as capacity costs. The 
justification is on the grounds that readi- 
ness to serve depends on more than mere 
capacity. Interest on plant capital invest- 
ment might also be included in the cost 
analysis, in case rates are being established 
to cover an assumed return on capital. 

Of the administrative and general ex- 
penses, a considerable portion could prop- 
erly be classed with the fixed or readiness- 
to-serve costs. 


* Maintenance is proably semi-fixed; see below. 
* E.g., H. W. Hills in “Demand Costs and Their Allo- 
cations,” Electrical World, January 22, 1927, pp. 198-203. 
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In distributing the various expenses 
mentioned to the capacity cost group, use 
should be made of a flexible budget. The 
estimates of the detail of expenses at 
various levels of output would be studied 
to show which items were fixed and semi- 
fixed, and which could be more properly 
classed as variable—i.e., dependent either 
on output or on number of customers 
served. Certain items—maintenance, for 
example—might have to be apportioned 
arbitrarily between capacity and energy 
costs because of their semi-fixed or semi- 
variable characteristics. 


b. Energy Costs 


The second main class of costs consists 
of energy costs. These costs are in general 
proportionate to the volume of output, and 
include therefore station and line labor 
(other than maintenance and supervision), 
fuel, water, supplies, and purchased en- 
ergy.‘ When using the cost figures in de- 
signing a rate system, the energy cost 
would be the basis for an energy charge 
designed to compensate for the actual cost 
of producing and delivering current, over 
and above the readiness-to-serve cost. 


c. Customer Cosis 


The third main class of costs will be 
made up of customer costs. They include 
the costs of maintaining an account with 
the customer, reading meters, billing, 
making and recording collections, bad 
debts losses, and such portion of the ad- 
ministrative and general expenses as can 
logically be distributed to this class. All 
but the last of these items makes up the 
customers’ accounting and collecting ex 
pense group in the classification of operat- 
ing expenses usually encountered. The 
total in this class can be allocated on the 
basis of the number of customers or num- 


‘ Part of purchased energy would be apportioned to 
capacity cost if a step or block rate contract with the 
producer were in effect. 
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ber of meters and could constitute the 
basis for a customer charge in the rate 
schedules. 


d. Other Costs 


The previous discussion has not dis- 
posed of all of the administrative and gen- 
eral expenses, nor of the sales promotion 
expenses.° Most of the former can be dis- 
tributed, as suggested, to capacity or to 
customer costs. Any which remain, along 
with sales promotion expense, do not relate 
logically to any one of the three main 
classes. Rather than force them arbitrarily 
into one of these classes, they could be left 
undistributed and unallocated. These re- 
sidual items then would have to be covered 
as part of the gross margin between the 
various rates established and the costs 
which this analysis will yield. 

In making the distinction between ca- 
pacity and energy costs, no separate treat- 
ment was suggested for transmission and 
distribution expenses. In the average case 
this should not be necessary. In unusual 
situations, however, it might be desirable 
to allocate at least a portion of the fixed 
transmission or distribution expense, or 
both, to a customer or groups of customers 
requiring special types or extensions of 
line. It must be remembered that one ob- 
ject of this cost allocation is to arrive at an 
equitable statement of costs for each cus- 
tomer or each homogeneous group of cus- 
tomers. Whenever special conditions pre- 
vail one must not hesitate to give them 


whatever specific treatment seems reason- 
able. 


3. ALLOCATION OF CAPACITY COSTS 


Whereas energy costs are allocated to 
customers on a consumption basis, and 
customer costs on a per-customer or per- 
meter basis, the determination of the basis 
for the allocation of capacity costs to cus- 


* This class does not include selling costs which relate 
to merchandise or appliance sales. 
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tomers or groups is the real problem of 
cost analysis for an electric utility. 

It is a commonplace in cost accounting 
that the allocation of fixed costs must 
always involve some arbitrary procedure 
which seems to be the most equitable. The 
whole phenomenon of joint costs presents 
a problem for which there is no positive or 
definite solution. There is no criterion for 
determining the one correct solution. This 
basic point is overlooked by a number who 
have written on this subject. One en- 
counters, for example, this statement: 
“Capacity costs can be definitely and in- 
disputably assigned with the same degree 
of accuracy as appertains to meter rec- 
ords.’””* If this reference were to arithmeti- 
cal accuracy only, the point would be con- 
ceded; but the context indicated that 
Greene has in mind the existence of a 
single definitely accurate method of allo- 
cation. 

The literature on allocation of capacity 
costs reveals almost as many methods as 
there are writers who are willing to under- 
take the discussion of the subject. The aim 
of the following paragraphs will be to 
describe briefly the various methods en- 
countered and finally to present their 
favorable and unfavorable aspects. 


a. The Peak Responsibility Method 


Peak responsibility is the basis for one 
method of capacity cost allocation. Since 
in an electric utility the productive ca- 
pacity required is that necessary to take 
care of the peak load’ (with a reasonable 
margin of safety), it is a simple matter to 
reason that those customers who demand 
service at the time of the peak should bear 
the capacity costs in proportion to their 
respective demands at that time. They are 
the customers who are responsible for the 


* W. J. Greene, “Allocating Capacity Costs, 
trical World, a pp. 1190-1193. 
7 Peak load: imum current demanded at any one 


” Elec- 


moment. 


Ses 
se 
he 
at 
rly 
her 
ers 
for 
1ed 
by 
sts 
ral 
d 
or 
n), 
de- 
ost 
rge 
ost 
er 
be 
de 
ith 
g; 
ad 
he 
at- 
he 
he 
m- 
to 


260 


peak and the advocates of the method 
hold that such customers should bear the 
costs of providing and maintaining the 
necessary capacity. 


b. Eisenmenger’s Method® 


Eisenmenger’s principle of allocation is 
that a customer’s cost is influenced by his 
peak responsibility, but also by his demand 
at all other times. As a result, he holds 
that “the customer’s demand cost is an 
intricate function of the entire station load 
curve and of the entire load curve of the 
customer in question. The ‘equivalent de- 
mand,’ instead of being simply propor- 
tional to peak responsibility, is a true 
integral extending over all elements of 
time over which the load curves extend.” 
The method gives results which are not 
the same as those of the peak responsi- 
bility method, yet it uses peak responsi- 
bility as the basis of its calculation and 
must be classified with the many methods 
which are modifications of the peak re- 
sponsibility principle. 


c. Quinan’s Cost Responsibility Method® 

The cost responsibility method is an- 
other which gives considerable importance 
to the demand at the time of the station 
peak. The calculation involves first an 
analysis of the system load curve to con- 
struct an index of the relative costs of 
using the various units of productive ca- 
pacity when the factor of amount of use is 
included. For example, the fixed costs on 
the productive unit which needs to be 
brought in only at the time of peak de- 
mand will total the same as the fixed costs 
on a unit of comparable size which is used 


8H. E. Eisenmenger is the author of a treatise on 
“Central Station Rates in Theory and Practice” which 
appeared weekly in the Electrical Review (U.S.), Vol. 
75, from July 5, 1919, through December 27, 1919. The 
discussion of his method presented here is taken from 
the sections on “Apportionment of Demand Costs to 
the Customers.” 

® G. E. Quinan, “‘Apportioning Power Cost and Vari- 
ous Classes of Consumers,” Electrical World, June 25, 
1921, pp. 1495 ff. 
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to carry the base load, but the cost of using 
the former unit per hour of use is much 
greater because of the relatively slight use. 
After the relative cost index is prepared, 
the next step involves application of the 
pertinent factors of the index to the hourly 
ordinates of the load curve of each cus- 
tomer; this multiplication yields a modified 
curve whose area (i.e., the area under the 
curve) is directly proportional to the total 
capacity cost. The final step is the translu- 
tion of this proportional cost into mone- 
tary units. 

Just as the summation of individual load 
curves results in the system load curve, so 
also does a summation of the modified 
curves yield the equivalent of a 100 per 
cent load factor’ curve. The contribution 
of the method lies in the fact that each 
customer’s load curve is modified in a dis- 
tinct way according to the relative 
amounts of on-peak, near-peak, and off- 
peak demand. 


d. Hills’ “Phantom Customer” Method" 

The so-called phantom customer method 
is based on the following premise: If the 
system load factor were 100 per cent, allo- 
cation of demand costs on a kilowatt hour 
basis would be equitable. Therefore, a 100 
per cent load factor is assumed for any 
given situation by adding a “phantom 
customer” to make up the difference be- 
tween the actual load factor and 100 per 
cent. Total fixed charges are then appor- 
tioned to all customers, including the 
phantom, on a kilowatt hour basis. Finally, 
the phantom customer’s charge is re 
apportioned to those customers who con- 
tribute to the peak load on the basis of the 
ratios of their respective ‘excess demands 
on peak” (i.e., demand at time of system 
peak minus average demand) to the sum 


10 Load Factor: Percentage of actual output to pos 


sible output. 

u iH. W. Hills, “Demand Costs and Their Alloca- 
tion,” Electrical World, January 22, 1927, pp. 198-203; 
January 29, 1927, pp. 249-252. 
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of the excess demands on peak. Thus only 
those customers whose demand at the time 
of the station peak exceeds their average 
demand will bear any of the phantom 
customer’s share of the fixed costs. All the 
others will be charged on a consumption or 
average demand basis. 


e. Greene’s Methods" 


These two methods, although involving 
in part different methods of calculation, 
yield identical results and may be dis- 
cussed together. One of the two, called the 
used and unused capacity method, em- 
ploys consumption and the excess of maxi- 
mum demand over average hourly load for 
each customer or class as the basis for its 
allocation. The other method, termed the 
consumption and demand method, allo- 
cates used period capacity™ on the basis of 
consumption, and unused period capacity 
in the ratios of individual maximum de- 
mands to the sum of these maximum de- 
mands.‘ It might be pointed out that the 


2 W. J. Greene, “Allocating Capacity Costs,” Elec- 
trical World, May 29, 1926, pp. 1190-1193. C. F. 
Schoonmaker and C. B. Gorton have collaborated with 
Greene in some of his work. 

1% Period capacity: Possible output over a given 
period of time. Used period capacity is therefore actual 
output over that period. 

% The solution for either method involves a pair of 
simultaneous equations with so many variables that it 
is deemed inadvisable to reproduce them here. Any in- 
terested reader is referred to the listed references, and 
is referred further to articles by Arthur H. Ford in the 
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phantom customer method also allocates 
used period capacity in proportion to con- 
sumption, but allocates unused period ca- 
pacity in proportion to excess peak re- 
sponsibilities. For a comparison see Table 
I, below. 


f. Reed’s Weighied Peak Method® 


The weighted peak method suggested by 
Reed is an effort to get away from what he 
believes to be the allocation of too large a 
portion of the costs to the off-peak cus- 
tomer. A weighted peak is calculated for 
each customer as follows: 


the demand of that customer at the time of the 
system peak plus 
system demand at time of customer’s 
maximum demand 


system peak demand 
times the excess of the customer’s maximum de- 
mand over the customer’s demand at the time of 
the system peak. 


The total capacity costs are allocated to 
each customer according to the ratios of 
the weighted peaks (as calculated above) 
to the total of the weighted peaks. It will 
be observed that this method, although a 
modification of the peak responsibility 


Electrical World for September 10, 1927, and November 
5, 1927, pp. 521 and 943 respectively, in which two dif- 
ferent general solutions are offered. 

16 Chas. S. “Veal, Hide, and By-Products,” 
Electrical World, August 27, 1927, pp. 402-407. 


TABLE I 
Capacity Cost ALLOCATION METHODS APPLIED TO PLANT IN CHartT I 


DATA RESULTS 
Max. | Annual Hills & 
e- | De- Con- Load i reene obison n- 
2. mand|mand| tion | Factor = Cost oe (two | Wtd. | Com- | De. | sump- 
mer) KW | KW | tion % esp. | Resp us- |methods)| Peak | plete | ™"4 | tion 
KWH tomer Peak 
A 10 10 14, 600 16.7 | $1200 $610 $580 | $820 $712 $686 | $369 
B 8 8 | 26,280) 37.5 960 733 772 587 656 772 548 | 665 
Cc 2 2 17,520 | 100. 240 367 240 240 164 240 137 | 443 
D 0 5 21,900 50. 0 333 300 413 185 300 343 554 
E 0 10 14,600 16.7 0 357 200 580 575 _ 316 686 | 369 
20 35 94,900 | 54.2 | $2400 | $2400 | $2400 | $2400 ($2400 | $2400 | $2400 | $2400 
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method, does allocate some capacity cost 
to the off-peak customer. 


g. Oram and Robison’s Complete Peak 
Method™ 

The complete peak method is another 
modification of the peak responsibility 
method along the lines of broadening the 
concept of the “peak’’ to include all times 
when the system load is above the average. 
Used period capacity is allocated according 
to consumption or average demand. Un- 
used period capacity (the phantom cus- 
tomer of Hills) is allotted to the customers 
who demand current through the time 
when the load exceeds the average, in pro- 
portion to their excess demands over their 
average demands during each interval of 
the complete peak. 

The method results in allocating the 
greatest cost to the on-peak, low load 
factor customer and the smallest cost to 
the off-peak, high load factor customer. 
It allocates only the amount of capacity 
used to 100 per cent load factor customers 
regardless of their on-peak status. 


h. The Demand Method 


Another possible basis for allocation of 
capacity costs is in proportion to the maxi- 
mum demands of the various customers. 
Once the maximum demand of each cus- 
tomer is determined, either by actual 
measurement or by estimate, it is a simple 
calculation to divide the total capacity 
costs by the sum of the maximum demands 
to get the cost per kilowatt of demand. The 
result is that each customer is charged in 
proportion to the greatest amount of ca- 
pacity which he ever demands, regardless 
of whether the time of such maximum 
demand is on-peak or off-peak. 

When the system diversity factor’ is 
greater than unity, the demand method 


16 John Oram and H. H. Robison, “The Complete 
Peak Method,” Electrical World, August 25, 1928, pp. 
359-361. 

17 Diversity factor: Ratio of the sum of the maximum 
a of all customers to the maximum coincident 

eman 
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cost per kilowatt will be smaller than 
would be the cost per kilowatt of peak 
responsibility under that method. Of 
course, if the diversity factor were unity, 
meaning no diversity, the maximum de- 
mands would all arise at the same time and 
both methods would yield the same results, 


i. The Consumption Method 


A discussion of methods of allocating 
capacity costs would not be complete with- 
out a mention of the consumption method. 
It involves merely using the consumption 
in terms of kilowatt hours as the base for 
prorating the capacity cost. If this method 
were used, the capacity costs and energy 
costs might be lumped together, since both 
would be apportioned on the basis of 
energy consumed. 


4. EVALUATION OF THE VARIOUS 
METHODS OF ALLOCATING 
CAPACITY COSTS 


In general the reason for so many 
methods having been suggested is that the 
accountants and engineers who cope with 
the problem realize the extremes of the 
simpler methods and are trying to effect 
an equitable compromise. On the one hand 
there is the peak responsibility method, 
which allocates no capacity costs whatever 
to those users not on at the time of the 
system peak. At the other extreme lies the 
consumption method. It almost disregards 
the customer whose total consumption 
may be slight, yet who demands a large 
amount of current at the moment of the 
station peak. Chart I and Table I, below, 
represent respectively a hypothetical load 
diagram for a station with five customers, 
and a comparison of the total capacity 
costs which would be allocated to each of 
these customers under several of the meth- 
ods which have been discussed. This illus- 
tration will be referred to frequently in 
connection with the following paragraphs. 

The peak responsibility method in its 
unmodified form has few supporters. It is 
particularly undesirable in diversified serv- 
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ice, when the peaks are likely to shift; it 
has been the experience of many plants 
that “yesterday’s peak becomes tomor- 
row’s base load.’"* The facts that it allo- 
cates none of the cost to off-peak customers 
and charges heavily those on-peak are also 
weaknesses. 

Eisenmenger’s method can be ruled out 
for practical use on account of the com- 
plexity of calculation. In addition, one dis- 
tinct weakness is that under it a 100 per 
cent load factor customer might be charged 
with more than his maximum demand."® 
As a theoretical contribution to the litera- 
ture of the subject, however, Eisen- 
menger’s work is worthy of study. 

Several of the remaining methods have 
strong similarities. Quinan’s cost responsi- 
bility method, the two Greene methods, 
Hills’ phantom customer method, and 
Oram and Robison’s complete peak 
method all allocate used period capacity 
on the basis of consumption or average 
demand. It is in the allocation of the un- 
used period capacity that the methods 
differ. It is obvious that for these methods, 
the lower the load factor of the system, the 
smaller the portion allocated according to 
consumption and the larger the portion 
allocated in the manner peculiar to each 
method. In the illustration the system 
load factor is 54.2 per cent; among these 
five methods there is a range from $560 to 
$888 in the cost allocated to customer A, 
arange of $240 to $414 for C, and a range 
of $200 to $580 for E. The range for cus- 
tomers B and D is relatively narrower. It 
may be noted that under Hills’ method all 
of the unused capacity is allocated to A 
and B; under the Oram and Robison 
method a part of that charged to A by 
Hills is allotted to E (who is on the “‘com- 
plete peak’’), and the charges to B, C and 
D are the same. The two Greene methods, 
which abandon peak responsibility en- 


* A. S. Knight, untitled comment, Electrical World, 
November 26, 1927, p. 1104. 
19 See Hills, op. cit. .» p. 202. 
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A. On-peak, low load tn high potential diversity. 

B. On-peak, fair load factor, high potential diversity. 

C. On-peak, 100% load factor, no potential diversity 

D. Controlled off- fair load factor. 

E. Off-peak, low load factor, high potential diversity. 

* Adapted from Chas. S. Reed, op. cit. 
tirely, allot as much to E, off-peak, as to A, 
on-peak, since both have the same maxi- 
mum demand and consumption. D, also 
off-peak, is given a heavier charge by 
Greene than by any other of these five 
methods. The Quinan method allocates 
part of the unused capacity to C. Since C 
is a 100 per cent load factor customer, he 
should be charged only for his actual de- 
mand. This method also gives the lowest 
charge (of the five) to A. 

Reed’s weighted peak method yields 
charges of $82 per kilowatt of maximum 
demand to A, B, and C, all on-peak, and 
$37 and $57.50 per kilowatt to D and E, 
both off-peak. A, because he has higher 
potential diversity than B, should bear a 
smaller demand charge per kilowatt. C, with 
no potential diversity, should be charged 
for all of his demand, or $120 per kilowatt. 

The demand basis of capacity cost allo- 
cation has been supported as follows: the 

2 A. S. Knight, ““Peak Responsibilit 


Allocating Fixed Costs,” Electrical 
1926, pp. 495 ff. 
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demand charge is not affected by shifts in 
the time of the system peak except as such 
shifts involve change in total demand. 
Each class of customers pays for the ca- 
pacity it uses, and is not dependent on the 
“loan” of capacity paid for by other 
classes. Further expressing his opposition 
to the peak responsibility principle, Knight 
argues that the proportion of the total de- 
mand of any class that happens to be on 
at peak time is purely fortuitous and is 
dependent on the relative development of 
the other classes. In another connection™ 
the same writer suggests modicfiation of 
the demand method by allowance for 100 
per cent load factor and restricted hour 
customers, which the present author incor- 
porates below in his own recommendations. 

An important reason for use of the 
Greene methods is claimed by that author” 
to be the recognition given by. his calcula- 
tion to potential diversity. He argues that 
the low load factor customer should be 
allotted a lower demand charge per kilo- 
watt because of the potential diversity. 
Another writer” questions this assumption 
of an inverse proportion between load 
factor and diversity factor, claiming that 
it is unsupported by evidence. To Knight, 
the Greene methods seem to be an in- 
genious compromise between the consump- 
tion method and the demand method. 
A further weakness of the Greene methods 
lies in failure to consider the time of the 
maximum demands, and thus there is a 
tendency to overcharge the off-peak cus- 
tomer. It will be observed from Table I 
that only the consumption method allots 
more cost to customer D (entirely off- 
peak) than do the Greene methods. 


5. CONCLUSIONS 
To the author, the complex problem of 


% Knight, op. cit., Electrical World, November 26, 
1927, p. 1104. 
2 Op. cit., Electrical World, September 25, 1926, p. 


1. 
% A.S. Knight, comments, Electrical World, July 31, 
1926, pp. 224-225. 
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capacity cost allocation does not seem 
capable of reduction to a single formula or 
method. The following general principles, 
however, may be applied: 


a. Allocate to the 100 per cent load fac- 
tor customers or classes the cost of 
the capacity they require. To charge 
more would be to charge to them un- 
used capacity for which they are in 
no way responsible; to charge less 
would be to cause others to bear the 
costs of capacity used exclusively by 
this class. 

b. The genuine off-peak customer is one 
who controls or can control his de- 
mand so as to remain definitely off- 
peak.™* Such a customer will receive 
rate concessions, and it is suggested 
that some arbitrary low cost be al- 
cated to him. A possible maximum for 
this cost is the amount of use on the 
basis of time and kilowatts of de- 
mand. Applied to customer D of the 
chart, the result would be $300. This 
could be subject to a further arbi- 
trary reduction coefficient. 

c. With the two special groups of cus- 
tomers taken care of, the problem 
next is to find a method which gives 
proper recognition to such diverse ele- 
ments as maximum demand, demand 
at time of system peak, load factor, 
potential diversity, and consumption, 
The final choice lies essentially be- 
tween an emphasis on demand and 
an emphasis on peak responsibility. 
In most cases the demand emphasis 
seems more equitable, and either the 
demand method or the Greene con- 
sumption and demand method is 
recommended. If a method emphasiz- 
ing peak responsibility is applicable, 
the Oram and Robison complete peak 
method provides a reasonable modi- 
fication of this principle. 


* H. W. Hills, “Cost of Off-Peak Business,” Electrical 
World, August 6, 1927, pp. 255-256. 
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ACCRUED DEPRECIATION AND THE 
UTILITY RATE BASE IN 
PENNSYLVANIA 


W. Roy BuUCKWALTER 


Pennsylvania utilities from the es- 

tablishment of the Pennsylvania 
Public Service Commission in 1913 to its 
replacement by the Pennsylvania Utility 
Commission in 1937. 

The purposes of this paper are (1) to 
analyze the weight assigned to accrued de- 
preciation by the Pennsylvania Commis- 
sion in ascertaining the rate base, and the 
methods used in determining the amount 
of accrued depreciation, (2) to indicate the 
extent to which the Pennsylvania Commis- 
sion and Pennsylvania Courts agreed as to 
the role of accrued depreciation in setting 
the rate base, (3) to point out wherein the 
concepts of the Pennsylvania Commission 
agreed with and differed from those held 
by other Commissions and Courts. 


Te: STUDY covers the regulation of 


ACCRUED DEPRECIATION AS A FACTOR 
IN ASCERTAINING THE RATE BASE 


From its inception the Pennsylvania 
Commission insisted, in most cases, upon 
the deduction of accrued depreciation in 
determining the rate base. A railway com- 
pany contended in 1919 that, although it 
was not new, it was giving good service 
due to the company’s policy of renewals 
and replacements, and therefore no deduc- 
tion should be made for accrued deprecia- 
tion in setting the rate base.’ The fallacy 
of this contention was indicated by the 
Commission when it replied that “In our 
opinion actual physical depreciation has 
necessarily taken place in some of the 
units of respondent’s property, which de- 
preciation began the instant the units were 


‘Moore v. Valley Railways. 4 P.S.C. 81, 87, 1919. 


installed and will end only with their re- 
placement.” Similarly in 1920 the Wilkes- 
Barre Railway Company maintained that 
no deduction should be made for accrued 
depreciation. In reply the Commission 
ruled that ‘“The reproduction cost should 
be depreciated in determining present 
value—and it would be neither just nor 
reasonable to hold that property in use for 
many years should be replaced by an en- 
tirely new plant in ascertaining the value 
on which the company is entitled to a fair 
return.’”” The ‘“no-deduction” claim was 
strongly contended for by a sewerage com- 
pany in 1935. This utility contended that: 
“Tt is an undisputed fact that this utility is 
functioning in an efficient manner and ful- 
filling its obligations to render adequate 
service and therefore it is inconceivable 
that the age of its component parts is a 
factor of any importance in the determina- 
tion of its value; or that its value regard- 
less of the age of its component parts, is 
anything less than the cost to reproduce 
the property at the present time.’* The 
Commission made a deduction for accrued 
depreciation using the sinking fund meth- 
od pointing out that “It is a well estab- 
lished rule, as shown by the decision of the 
United States Supreme Court, that ac- 
crued depreciation must be deducted from 
a reproduction cost estimate.’”* 

The Commission’s support of deduction 
for accrued depreciation wavered consid- 
erably in the Philadelphia Rapid Transit 

2 Borough of Plymouth v. Wilkes-Barre Railway Co., 
4 P.S.C. 722, 724, 1920. 


3 Public Service Commission v. Cheltenham and Abing- 
ton Co. 14P.S.C. 77, 1935, respondent’s brief, 


p. 65. 
4 Tbid., p. 86. 
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case. In discussing accrued depreciation 
deduction the Commission said: “We are, 
therefore, faced with the question, which 
is a favorite one among students of the 
subject, whether an operating company, 
in a high state of maintenance and effici- 
ency for operation should be depreciated 
because the various physical items which 
go to make up the property are necessarily 
in various periods of their service life, al- 
though retaining to a full degree their 
original usefulness.” “With regard to sin- 
gle items of property not subject to repair 
and renewal, such for example as a water 
pipe buried in the ground and which has 
an assumed service life of a certain number 
of years, there would necessarily have to be 
applied depreciation in reaching its current 
value which in a well managed property 
would be offset by a renewal or reserve 
account set up to take care of the situa- 
tion; but where a composite property is 
being properly maintained and renewed so 
as to be kept at all times in a high state of 
maintenance, a different question arises. 
No property can be born over night, and 
in a system such as this one, which it would 
take many years to reproduce we cannot 
fairly say on the first day of operation that 
the property must be drastically depreci- 
ated when we ascertain its fair value.’® 
The Commission avoided a direct answer 
to this question by deciding that in this 
particular case the evidence indicated a 
“minimum of depreciation” which was 
more than offset by a “maximum of going 
concern value.” 

This “100 per cent efficiency”’ theory has 
been advanced by the railroads, gas and 
electric companies for many years. It has 
been also referred to as the “railroad view” 
or the “retirement” method. The pro- 
ponents of this view maintain that al- 
though the life of a particular unit is ter- 


5 City of Philadelphia v. Philadelphia Rapid Transit 
Co. 6 P.S.C. 431, 446, 1923. 
6 Ibid., p. 447. 
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minable the composite property of a large 
utility, if adequately maintained, does not 
depreciate.’ Opponents of this view, for 
example the Interstate Commerce Com- 
mission, hold that the facts do not sub- 
stantiate this contention. Moreover, atten- 
tion is directed to a long line of United 
States Supreme Court decisions, starting 
with the Knoxville Water case in 1909, 
approving the deduction of accrued depre- 
ciation in ascertaining fair value.® 

The Pennsylvania Commission’s sup- 
port of a deduction for accrued deprecia- 
tion in the determination of a rate base 
was reiterated in the valuation of a tele- 
phone company in 1928 when the Com- 
mission stated that “It adheres to the 
principle which it has always heretofore 
followed in considering that reductions 
should be made for property depreciations 
in all estimates or findings of value for rate 
determination.’’® 

The cases studied do not indicate that 
the Pennsylvania Commission subscribed 
to the view that when the annual depreci- 
ation reserve is calculated by the sinking 
fund iaethod no deduction should be made 
from cost new for accrued depreciation. 
‘Vhose who support the view that where 
the sinking fund method of accrual is used 
no deduction should be made for accrued 
depreciation contend that the annual de- 
preciation allowance constitutes a separate 
fund which is invested in property or se- 
curities and that this fund increases be- 
cause of interest earnings. The interest 
earned is credited to the reserve account. 
If accrued depreciation is deducted from 
cost new the interest accumulations will 

7 Depreciation Charges of Telephone and Steam Rail- 
road Companies, 118 I.C.C. 295, 302-303, 1926. 

® Whitten attacks the retirement theory as based 
on the “specious reasoning that since a utility plant, 
as a whole, has an indefinite life, without any prospect 
of coming to an end, it is worth as much old as new, if 


properly maintained.” Whitten, R. H. and Wilcox, D. 
on of Public Service Corporations, Vol. 2, p. 1729, 
1 


oni? of Erie v. Mutual Telephone Co. 9 P.S.C. 3, 
1928. 


EG 


othe 
upo: 
rese: 
bia 
that 
the 
be 1 
gro 
by 
act 
Sta 
eve 
ded 
met 
of | 
wo 
be 
clu 
der 
tiv 
the 
me 
ter 
the 
est 
of 
acc 
fro 
cal 
re: 
sin 
Wa 
St: 
73 


decrease. The Wisconsin Commission has 
held that since the earnings of the depreci- 
ation reserve account are added to the 
reserve account there is no injustice in 
figuring the rate of return upon all the 
property including that built from rein- 
vested reserves, and then provide for a 
credit of interest to the reserve account 
based upon the balance of this account. In 
other words a part of the return earned 
upon the total property is credited to the 
reserve account.’ The District of Colum- 
bia Court of Appeals also ruled in 1927 
that where the reserve is accumulated on 
the sinking-fund basis no deduction need 
be made for accrued depreciation, on the 
grounds that the sinking-fund maintained 
by the utility was sufficient to balance the 
actual depreciation." In 1927 the United 
States District Court of Idaho held, how- 
ever, that accrued depreciation should be 
deducted even where the sinking-fund 
method was used.” In view of the long list 
of United States Supreme Court decisions 
which hold that accrued depreciation must 
be deducted it seems reasonable to con- 
clude that from a legal standpoint accrued 
depreciation should be deducted irrespec- 
tive of the method used for ascertaining 
the reserve. 

The Pennsylvania Commission’s state- 
ment made in 1935, in a case where it de- 
termined annual depreciation allowance by 
the sinking-fund method, that “It is a well 
established rule as shown by the decisions 
of the United States Supreme Court, that 
accrued depreciation must be deducted 
from a reproduction cost estimate” indi- 
cated that the Commission’s policy with 
respect to accrued depreciation where the 
sinking-fund method of accruals was used 
was founded on the rule of the United 
States Supreme Court rather than upon a 


"© Re Duluth Street Railway Co. P.U.R. 1923 D, 705, 
737-738, 1923. 

" Public Utilities Commission of District of Columbia 
». Capital Traction Co. 17 F. (2d) 673, 1927. 
" Idaho Power Co. v. Thompson 19 F (2d) 547, 1927. 
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consideration of the economic aspects of 


the case. Likewise in answering the con- 
tention of a telephone company in 1928 
that the reproduction cost new be used for 
rate making purposes rather than repro- 
duction cost less depreciation the Com- 
mission ruled that “It (the Commission) 
adheres to the principle which it has al- 
ways heretofore followed in considering 
that reductions should be made for prop- 
erty depreciations in all estimates or find- 
ings of value for rate making.’ 

In the few cases where the original cost 
figure was accepted by the Commission as 
the fair value no deduction was made for 
accrued depreciation. The cash investment 
of a street railway which had been operat- 
ing for fifteen years was found by the 
Commission to be $4,756,791. This figure, 
without any deduction for depreciation 
which must have accrued during these 
fifteen years, was used by the Commission 
as the basis for computing the rate of re- 
turn and an annual depreciation allowance 
of 3 per cent. Original cost of a gas com- 
pany, organized in 1912, was found to be 
$85,000. This figure, undepreciated, was 
used by the Commission in 1922 as the 
fair value.’ Moreover in several of the 
cases where original cost was but one of 
several factors considered in ascertaining 
the rate base the Commission seems to 
have considered the undepreciated, rather 
than the depreciated, original cost. Neither 
the respondent, complainant, nor the Com- 
mission made any deduction from their 
respective estimates of original cost for 
accrued depreciation on a twenty-five year 
old water company.”’ In valuing a water 
company in 1926 the Commission set an 

18 Public Service Commission v. Cheltenham and Abing- 
ton Sewerage Co. 14 P.S.C. 76, 86, 1935. 
aan City of Erie v. Mutual Telephone Co. 9 P.S.C. 3, 5, 


16 Harmony Route Patrons League v. Pittsburgh, 
Harmony, etc. Railway Co. 5 P.S.C. 218, 1921. 

18 Borough of Lehighton v. New Parryville Consolidated 
Gas Co. 5 P.S.C. 809, 1922. . 

1” Borough of Newport v. Newport Home Water Co. 
3 P.S.C. 785, 1918. 
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“undepreciated original cost’”’ of not more 
than $85,000, but made no mention of the 
amount or percentage to be deducted for 
accrued depreciation.’* Similarly no men- 
tion was made of depreciated original cost 
in valuing a utility in 1927.!* An exception 
to the Commission’s practice of using the 
undepreciated original cost figure was 
found in the Westmoreland Water Com- 
pany case. The original cost found by the 
Commission, $1,238,979, was depreciated 
$185,701, or 15 per cent.” 

Numerous cases can be cited which hold 
that accrued depreciation should be de- 
ducted from actual or original cost. In the 
Kansas City Southern case decided by the 
United States Supreme Court in 1913 it 
was held that “A more complete deprecia- 
tion than that which is represented by a 
part of the original plant that through de- 
struction or obsolescence has actually 
perished as useful property, it would be 
difficult to imagine.** The Indiana Com- 
mission ruled in 1917 that actual cost was 
not a satisfactory measure of value for 
rate making if depreciation had been dis- 
regarded.” In 1921 the New York Com- 
mission used original cost of a gas com- 
pany as the measure of fair value for rate 
making after deducting from the original 
cost the reserve for accrued depreciation.” 

Several cases can be cited however in de- 
fense of undepreciated original cost. In 
numerous cases the Massachusetts Com- 
mission had made no deduction for ac- 
crued depreciation. This Commission 
stated in 1918 that it had followed the 
practice of making no deduction for ac- 


18 Brubaker v. Millersburg Home Water Co. 8 P.S.C. 
193, 1926. 

19 Shamokin Borough v. Roaring Creek Water Co. 8 
P.S.C. 799, 1927. 

20 Greensburgh v. Westmoreland Water Co. 2 P.S.C. 
1034, 1917. 

1 Kansas City Southern Railway Co. v. United States 
of America, 231 U.S. 423, 448, 1913. 

er Re Indianapolis Water Co. P.U.R. 1917 E, 556, 612, 
1917. 
a Re Utica Gas & Electric Co. P.U.R. 1922 A, 146, 
1921. 
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crued depreciation in setting rate base un- 
less failure to provide for it resulted from 
the payment of excessive dividends or 
from mismanagement.** The West Virginia 
Commission held in valuing a utility on the 
original cost basis in 1923, that no deduc- 
tion should be made for accrued deprecia- 
tion in the case of a well maintained plant 
unless the amount that the investment had 
been decreased had been given to the 
owners.” 

The decline in the service capacity of 
physical property is just as operative when 
original cost is used in fixing the rate base 
as when reproduction cost is used, there- 
fore there seems to be little justification in 
using an undepreciated original cost. 

In the few Pennsylvania cases where ac- 
crued depreciation was deducted from the 
original cost figure little weight was at- 
tached to original cost in arriving at fair 
value. Thus in valuing a steam heat com- 
pany in 1925 the Pennsylvania Commis- 
sion depreciated its original cost estimate 
of $265,889 by the amount of the reserve 
account, $18,129, but set the fair value at 
$370,000 or but $23,000 less than its de- 
preciated reproduction cost estimate.” The 
original cost of a water company, $180,161, 
was depreciated 13.5 per cent by the Com- 
mission, but the depreciated figure, $155,- 
839, was not the principal measure con- 
sidered in setting a fair value of $300,000.” 


ACCRUED DEPRECIATION ON INTANGIBLES 


It is generally agreed that lands, rights 
of way, franchises, going value and work- 
ing capital do not depreciate. As to the 
other intangibles there is no such unanimi- 
ty. In the Des Moines Gas case the United 


* Re Springfield Street Railway Co. P.U.R. 1918 C. 
515, 547, 1918. 

% Meade Coal Co. v. Appalachian Power Co. P.UR. 
1923 E, 221, 226-227, 1923. 

% Casanave v. Overbrook Steam Heat Co. 7 P.S.C. 39, 


1925. 
1908 Hall v. Lehighton Water Supply Co. 6 P.S.C. 768; 
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States Supreme Court did not depreciate 
jand, organization expenses, meters in 
stock, and working capital.”* It was stated 
by the Court in 1922 that “Many items 
included in the overhead cost of original 
construction may properly be excluded in 
calculating the amount of the depreciation 
annuity.’”° Just one year before, Judge 
Hutcheson of the United States District 
Court had ruled in this Galveston Case 
that such items as organization expense, 
legal expense, interest during construction, 
engineering expense, etc.”’ must be dis- 
carded in arriving at the annual deprecia- 
tion allowance.’*® The exclusion of these 
overheads reduced the annual depreciation 
allowance from $1,300,000 to $1,000,000. 
The Interstate Commerce Commission has 
depreciated such overheads as taxes during 
construction, legal expenses, organization 
expenses and legal expenses with the par- 
ticular account to which they apply.* No 
deduction was made by the California 
Commission for depreciation of engineer- 
ing expenses and interest in fixing the 
present value of railroads in 1913 and 
1914.* The Ohio Commission held that no 
deduction for depreciation should be made 
in the case of preliminary organization ex- 
penses, but in the case of overheads con- 
nected with the construction of the physi- 
cal property such as engineering, insur- 
ances, taxes and supervision the Commis- 
sion applied the rate of depreciation as- 
signed to the physical property, 18.2 per 
cent. In valuing a water company in 1922 
the Missouri Commission stated that “It 
has been the uniform practice of this Com- 


io, a. oines Gas Co. v. Des Moines, 238 U. S. 153, 
ts a Electric Co. v. Galveston, 258 U. S. 388, 
388-399, 1 
® Galeasion Electric Co. 272 Fed. 147, 169, 1921. 
" Texas Midland Railroad, Valuation Docket #2, 75 
LC, 1, 153, 1918. 
® Re Lake. Tahoe Railway Co. 2 Cal. R.C.R. 830, 839, 
1913; Re San Diego and Southeastern Railway Co. 4 Cal. 
RCR, 539, 1914, 
* Lima v. Lima Telephone & Telegraph Co. P.U.R. 
1916 E, 670, 675, 1916. 
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mission to depreciate overhead costs.’™ 
The Michigan Commission believed that 
overheads not connected with capital ac- 
counts should not be depreciated.*® Ac- 
crued depreciation on overheads was esti- 
mated by the Oregon Commission only on 
that portion of the total overheads which 
were related to physical property. 
Examination of the ascertaining of ac- 
crued depreciation of intangibles by the 
Pennsylvania Commission does not show 
any clearly defined and consistent policy. 
In an early case the Commission depreci- 
ated construction overheads and interest 
during construction but failed to do so in 
valuing a street railway some four years 
later.*7 The reproduction cost of the 
Wilkes-Barre Railway was determined by 
the Commission in 1920 by depreciating 
the tangible property 20 per cent and then 
adding to the figure the allowance for in- 
tangibles.** Valuation of the Philadelphia 
Suburban Gas and Electric Company in 
1924 did not provide for deduction of ac- 
crued depreciation of intangibles. The 
Commission depreciated the physical plant 
and then added the various intangibles. If 
certain intangibles were included in the 
figures for physical property this was not 
revealed by the data shown in the Com- 
mission’s report.*® In valuing the Scranton- 
Spring Brook Water Service Company in 
1930 the Commission gave no evidence to 
show that the intangibles amounting to 
$10,123,000 had been depreciated. This be- 
lief is substantiated by the fact that the 
Commission’s reproduction cost less de- 
preciation estimate, $33,187,571, plus the 


* Re West St. Louis Water and Light Co. P.U.R. 

1922 E, 805, 826, 1922. 

en Re Detroit United Railway, P.U.R. 1923 E, 283, 301, 
1923. 
% Campbell v. Hood River Gas & Electric Co. P.U.R. 
1915 D, 855, 873, 874, 1915. 

eos Thayer ». Beaver Valley Water Co. 2 P.S.C. 430, 
hn Plymouth v. Wilkes-Barre Railway Co. 4 P.S.C. 722, 


1 
3 Coatesville Chamber of Commerce v. Philadelphia 
Suburban Gas and Electric Company, 6 P.S.C. 316, 1924. 
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allowance for intangibles gave a figure of 
$43,310,571, which was less than 1 per cent 
below the fair value set by the Commision, 
$43,650,000. Omitting the allowance for 
working capital, $500,000, and going con- 
cern value, $2,600,000, there remains ap- 
proximately $7,000,000 of intangibles. If 
the accrued depreciation percentage used 
in connection with physical property, 4.7 
per cent, had been applied to the in- 
tangibles, the fair value would have been 
reduced by $329,000.“ 

Specific intangibles were depreciated by 
the Pennsylvania Commission in some 
cases but not in others. In the Westmore- 
land Water Company case decided in 1917 
promotion expenses were depreciated.“ 
Similarly in the York Water Case promo- 
tion expenses were depreciated.** However 
in the Springfield Consolidated Water case, 
$918, and the Nokomis Water case, 1930, 
promotion and organization expenses were 
not depreciated.“ Nor was any deduction 
for accrued depreciation of organization 
expense made in the Cheltenham and 
Abington Sewerage case.“ In valuing the 
Lehigh Water Company, 1935, the Com- 
mission did not depreciate organization 
and promotion expense.* 

In some cases the same percentage was 
applied to physical and intangible items 
while in others there was some difference 
in the rate used. The engineering confer- 
ence in the Scranton Railway Case, 1921, 
did not depreciate physical and intangible 
items separately, but obtained a total fig- 
ure which it depreciated.“* This method 


# Scranton v. Scranton-Spring Brook Water Service 
Co. 10 P.S.C. 609, 1930. 

“| Greensburg v. Westmoreland Water Co. 2 P.S.C. 
1034, 1917. 

City of York v. The York Water Co.6P.S.C. 666, 1924. 

“ Callaghan v. Springfield Consolidated Water Co. 3 
P.S.C. 399, 1918; Walter v. Nokomis Water Co. 10 P.S.C. 
453, 1930. 

“ Public Service Commission v. Cheltenham and Abing- 
ton Sewerage Co. 14 P.S.C. 76, 1935. 

“% Taxpayers Association of Easton v. Lehigh Water Co. 
14 P.S.C., 1935. 

“* Allied Printing Trades Council v. Scranton Railway 
Co. 5 P.S.C. 180, 1921. 
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was approved by the Commission. The 
same method was followed by the Com. 
mission in the Chambersburg Gas case, 
1932. To a reproduction cost new of 
$465,598, which included about $74,000 
in intangibles, the Commission applied an 
overall rate of 14 per cent for accrued de- 
preciation.“ However, in the Ben Avon 
Case intangibles were depreciated 8.7 per 
cent as compared with 9.6 per cent for in- 
tangibles.“’ Intangibles were depreciated 7 
per cent and physical property 9 per cent 
in the York Water Case.** In the Over- 
brook Steam Heat case, 1925, the intangi- 
bles were depreciated 20.6 per cent, and 
physical property 24.2 per cent.*® Intangi- 
bles and physical property were depreci- 
ated 12.3 per cent and 14.7 per cent respec- 
tively in the Clark’s Summit Water case, 
1926.*° In valuing a water company in 1930 
the percentage applied by the Commission 
to intangibles and physical items varied 
considerably, being 28 per cent and 34.1 
per cent respectively. 

Although the Pennsylvania Commission 
did not rigidly pursue a fixed procedure as 
to what intangibles should and should not 
be depreciated, a review of the decisions 
indicates that this body leaned toward the 
above described view of the Ohio, Michi- 
gan and Oregon Commissions that unless 
the overhead were directly connected with 
physical property, and therefore would 
have to be incurred if the property were re- 
produced, there should be no deduction for 
accrued depreciation. The Pennsylvania 
Commission’s inclination toward this line 
of thought is shown by the fact that en- 
gineering expenses, contingencies and in- 
terest during construction, which were 


“ Chambersburg v. Chambersburg Gas Co. 11 P.S.C. 
583, 1932. 
“ be Ben Avon v. Ohio Valley Water Co. 2 P.S.C. 969, 
® City of York v. York Water Co. 6 P.S.C. 666, 1924 
49 Casanave v. Overbrook Steam Heat Co. 7 P.S.C. 397, 


1925. 
oi Hall v. Clark’s Summit Water Co. 8 P.S.C. 227, 
1926. 

51 Walter v. Nokomis Water Co. 10 P.S.C. 553, 1930. 
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more or less directly related to the physical 
perty, were depreciated, while in num- 
erous, though not all cases, organization, 
legal, and promotion expenses, and cost of 
financing, which are not directly related 
to the physical property, and would not be 
incurred in case of reproduction, were not 
depreciated by the Commission. 


METHODS OF ASCERTAINING ACCRUED 
DEPRECIATION 


Even though the contending parties in 
a valuation case agree that accrued depre- 
ciation should be deducted in determining 
the rate base there is frequent dispute as 
to method to be used in ascertaining the 
amount of accrued depreciation. One 
school supports the age-life method, the 
other champions the inspection or observa- 
tion method. 

Federal courts have consistently sup- 
ported the inspection method. In 1920 
Judge Booth of the United States District 
Court for Kansas held that “In my judg- 
ment the element of depreciation should 
not be measured by a theoretical yard- 
stick, but should be determined by a 
careful consideration of the actual facts 
touching the physical condition of each 
particular plant under consideration.”™ 
Likewise in 1921 a United States District 
Court, in valuing a light and power com- 
pany, held that ‘Depreciation is something 
to be concretely determined by inspection, 
rather than by a theoretical yardstick.”™ 
The United States District Court for South 
Carolina ruled in 1925, in valuing a tele- 
phone and telegraph company, that in that 
case “Actual personal physical examina- 
tion of the property by competent wit- 
nesses and their estimate and opinion of 
the actual depreciation is a better guide 
than any of the theoretical methods that 
have been suggested.’ 

*? Landon v. Court of Industrial Relations of Kansas, 
269 F. 433, 445, 1920. 


5 City of Winona v. Wisconsin-Minnesota Light and 
Power Co. 276 F. 996, 1004, 1921. 
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In the Pacific Gas and Electric case the 
United States Supreme Court supported 
the observation method in preference to 
the sinking fund method, which is a variety 
of the age-life procedure, stating that it 

as “preferable to averages based upon 
assumed probabilities.” The straight line 
method of determining accrued deprecia- 
tion was criticized by the same court in 
1926 on the grounds that it was based on 
age and “the estimated or assumed useful 
life of perishable elements.” It was again 
held by the Court that “The testimony of 
competent valuation engineers who ex- 
amined the property and made estimates 
in respect of its condition is to be preferred 
to mere calculations based on averages 
and assumed probabilities.’ 

The age-life method has its major sup- 
port among the Commissions. As early as 
1913 the California Commission supported 
the straight line method.” In 1917 the New 
York Commission approved the use of the 
age-life method, pointing out that this 
method had been approved by New York 
Courts.**® The Maryland Commission sup- 
ported the age-life method in preference 
to the observation method on the grounds 
that the latter approach fails to consider 
obsolescence.**® The Illinois, Missouri, New 
Jersey, Oregon and Nebraska Commissions 
have also expressed their preference for the 
age-life method. 


4 Southern Bell Telephone and Telegraph Co. . ae 
road Commission of South Carolina, 5 F. (2d) 7 
1925; other cases in which the observation 
app proved were: Westinghouse Electric v. Denver Tram- 
way Co. 3F (2d) 285, 1924; United Fuel Gas Company v 
Railroad Commission of Kentucky, 13F (2d) 510, 1925; 
Pacific Telephone and Telegraph Co. v. Whitcomb, 12F 
(2d) 279, 1926; Columbia Gas and Fuel Co. ». City of 
Columbus, 17F (2d) 630, 1927. 

88 Pacific Gas and Electric Co. v. San Francisco, 265 

U. S. 403, 406, 1924. 

56 McCardle v. Indianapolis Water Co. 272 U.S. 400, 
416, 1926. 

57 Re Stockton Terminal, 2 Cal. R.C.R. 777, 790, 1913. 

58 Moritz v. Edison Electric Illuminating Co. P.U.R. 
1917 A. 364. 

59 Salisbury v. Salisbury Light, Heat and Power Co. 
P.U.R. 1918 E, 331; Re United Railways and Electric 
Co. of Baltimore, P.U.R. 1926 C. 460. 
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The Montana, Alabama and Colorado 
Commissions have supported the inspec- 
tion method. 

In several instances Commissions have 
adopted a combination of the observation 
and age-life method. The Wisconsin Com- 
mission has ruled that accrued deprecia- 
tion should be determined by the use of 
life tables, inspection and consideration of 
surrounding conditions. Determination of 
the accrued depreciation of a telephone 
and telegraph company by a combination 
of the age-life and inspection methods was 
approved by the Colorado Commission.” 
The Minnesota Commission has supported 
the use of the combination method in 
preference to the sole use of inspection.” 

Examination of the views of the Penn- 
sylvania Commission as to the best method 
for ascertaining accured depreciation in- 
dicates adherence to the age-life and the 
combination methods. Little support for 
the pure inspection method could be found. 

Unqualified approval of the inspection 
method was given by the Pennsylvania 
Commission in but two of the twenty-four 
cases in which there was dispute as to the 
proper method of determining accrued de- 
preciation. Commission approval was given 
to the use, by the engineering conference, 
of the observation method in valuing a 
street railway on the grounds that “an 
inspection of the actual condition of the 
various classes of property,” furnished a 
more reliable measure of accrued deprecia- 
tion than did the method used by the 
complainant.® Scrutiny of the case reveals 
that the complainants simply contended 
for a 25 per cent deduction for accrued 
depreciation without offering any evidence 
to support their claim. Under the circum- 
stances it seems that the Commission sup- 


6° Re Racine Water Co. P.U.R. 1917 D, 277. 

1 Re Mt. States Telephone and Telegraph Co. P.U.R. 
1917 B, 198. 
a Re Northwestern Bell Telephone Co. P.U.R. 1922 C, 


% Allied Printing Trades Council v. Scranton Railway 
Co. 5 P.S.C. 180, 191, 1921. 
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ported the inspection method more on 
account of the failure of the complainant 
to support its claim than because of the 
merits of the inspection method. 

Approval of the observation method in 
the valuation of a heat and light company 
in 1933 was given by the Pennsylvania 
Commission in preference to a combination 
of the inspection and age-life method used 
by the complainant.™ The utility held that 
a proper deduction for accrued deprecia- 
tion should be 12 per cent as contrasted 
with the complainant’s contention for a 
deduction of 31.5 per cent. The Commis- 
sion was impressed with the careful and 
thorough examination of the physical con- 
dition of the property by the utility’s en- 
gineers. While condemning the com- 
plainant’s incomplete examination of the 
physical property the Commission paid 
scant attention to their claim that the age 
of the system and the extent of its ob- 
solescence should be considered in ascer- 
taining the accrued depreciation. Twelve 
per cent of the reproduction cost was ac- 
cepted by the Commission as the measure 
of accrued depreciation. 

Limited support of the observation 
method was given in a natural gas case 
decided in 1928. The Pennsylvania Com- 
mission was of the opinion that although 
sole reliance should not be placed on this 
method, since visible deterioration and ac- 
crued depreciation are not synonymous, it 
was of greater valuing in ascertaining ac- 
crued depreciation, when carefully done, 
than was the age-life method.® Although 
the Commission did not so state speci 
fically, the whole discussion of the ascer- 
tainment of accrued depreciation leads one 
to conclude that neither the inspection nor 
age-life method if used alone afforded, in 
the mind of the Commission, a complete 
measure of accrued depreciation. 


% Borough of Grove City v. Union Heat and Light Co. 
11 P.S.C. 792, 1933. 

% City of Pittsburgh v. Peoples Natural Gas Co.,9 
P.S.C. 423, 427, 1928. 
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Pennsylvania Commission support of 
the age-life method was given expressly or 
inferentially in thirteen of the twenty-four 
cases. The contention of a water company 
that, since an inspection of mains indi- 
cated relatively little accrued depreciation, 
the deduction for this item should be small, 
was rejected by the Commission in setting 
accrued depreciation at 22.4 per cent, as 
compared with 17.3 per cent by the re- 
spondent and 22.8 per cent by the com- 
plainant borough which used the age-life 
method.” 

Considerable attention was devoted to 
accrued depreciation in the Scranton- 
Spring Brook Water Case. The Commis- 
sion in its criticism of the observation 
method used by the utility pointed out 
that neither the age of the plant nor inter- 
nal changes which would not be revealed 
by inspection, were given any weight by 
this method in setting the amount of ac- 
crued depreciation.” In this case the Com- 
mission concluded that “‘We are persuaded 
that the estimates of observed depreciation 
should be excluded, as they are only esti- 
mates of the amount of deferred main- 
tenance or current maintenance uncom- 
pleted at the time of investigation.” 

The Cheltenham and Abington Sewer- 
age Company claimed that since the plant 
was neither inadequate nor obsolete the 
only depreciation, physical, could be found 
by the use of the inspection method.® In 
its determination of accrued depreciation 
the Commission used the sinking fund 
method. 

Likewise in valuing the Lehigh Water 
Company in 1935 the Commission ascer- 
tained the accrued depreciation for each 
item of physical property by the sinking- 
fund method.*® 


Borough of Col bia Water Co. 9 P.S.C. 
595, 599, 1929. 

" Scranton v. Scranton-S pring Brook Water Service Co. 
13 P.S.C. 1, 25, 1934. 
_ “ Public Service Commission v. Cheltenham and Ab- 
ington Sewerage Co. 14 P.S.C. 76, 1935. 


bia v. Col 
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Commission adherence to a combination 
method of ascertaining accrued deprecia- 
tion was evident in six cases. In valuing a 
gas and electric company in 1924 the 
Pennsylvania Commission declined to give 
sole support to the straight line method 
advocated by the complainant or to the 
observation method championed by the 
utility.”° In addition to giving the proper 
weight to the inspection and straight line 
methods the Commission stated that it 
took cognizance of other factors ‘‘which in 
the light of its experience should be taken 
into consideration in connection with 
comparable gas and electric properties.” 
How much weight was attached to respec- 
tive elements by the Commission was not 
revealed. 

While both the complainant and re- 
spondent used the inspection method in 
determining the accrued depreciation of a 
sewerage company in 1930 their estimates 
varied from 4 per cent by the utility to 40 
per cent by the complainant.” Although 
conceding that the inspection method is a 
reliable procedure for finding the extent 
of physical depreciation the Commission 
maintained that it failed “to take into 
consideration other factors such as inade- 
quacy and obsolescence which are inca- 
pable of mathematical determination but 
have their place in arriving at the amount 
of accrued depreciation.’’ The Commission 
errived at an accrued depreciation of 20 
per cent by means of “‘a careful considera- 
tion of the record, bearing in mind the 
actual condition of the respondent’s plant, 


*® Taxpayers Protective Association of Easton v. Le- 
high Water Co. 14 P.S.C. 1, 13, 1935; other cases in which 
the Commission supported the age-life method were: 
Greensburg v. Westmoreland Water Company, 2 P.S.C. 
1034, 1917; Plymouth v. Wilkes-Barre Railway Co. 4 
P.S.C. 722, 1920; Nace v. McConnelsburg Water Co. 
7 P.S.C. 700, 1926; 9 P.S.C. 629, 1929; Lehtghton Cham- 
— of — v. Lehighton Water Supply Co. 10 P.S.C. 

, 1929. 

© Coatesville v. Philadelphia Suburban Gas and Elec- 
tric Co. 6 P.S.C, 316, 1924. 

™ Ruttle v. Cheltenham and Abington Sewerage Co. 10 
P.S.C. 502, 508, 1930. 
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its age, its present adequacy and future 
usefulness.” 

In valuing the Chambersburg Gas Com- 
pany in 1932 the Commission rejected both 
the complainant’s estimate of 17.7 per cent 
based chiefly on the sinking-fund method 
and the utility’s estimate of 7.8 per cent 
based on the observation method. Ac- 
crued depreciation, set by the Commission 
at 14 per cent, was obtained by considering 
not only the age of the property but also 
its present condition.” 

Likewise in valuing a bridge in 1932 
the Commission based its determination 
of accrued depreciation, $41,403, on the 
use of the sinking fund method plus a 
study of the past and probable future of 
the bridge plus an inspection or examina- 
tion.” Using the observation method the 
utility admitted an accrued depreciation 
of but $16,282. 

Again in 1934 the Commission adopted 
a combination method in finding the ac- 
crued depreciation of a sewerage company. 
The principal factors considered by the 
Commission were the probable life of the 
plant, obsolescence and the present con- 
dition of the property.” 

The question of the relative merits of 
the age-life and observation method came 
before the Pennsylvania Superior Court in 
several cases. In five of the six cases the 
Court showed a pronounced inclination 
toward the combination method. Thus in 
the Lehighton Water Case, decided in 
1930, the Court, while granting that the 
sinking fund method used by the Com- 
mission was an approved method, pointed 
out that other methods were also recog- 
nized.” 


72 Chambersburg v. Chambersburg Gas Co. 11 P.S.C. 
583, 595, 1932. 

3 Public Service Commission v. Clark’s Ferry Bridge 
Co, 11 P.S.C. 222, 230, 1932. 

™ Frackville v. Frackvilie Sewerage Co. 13 P.S.C. 512, 


934. 
% Lehighton Water Supply Co. v. Public Service Com- 
mission, 99 Penna. Superior Court Reports, 574, 582, 

1930. 
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In the Clark’s Ferry Bridge Case, 1933, 
while agreeing with the view expressed in 
the McCardle v. Indianapolis Water Com. 
pany case that examination is preferable 
“to mere calculations based on averages 
and assumed probabilities,” the Superior 
Court pointed out that an inspection must 
consider not only the exterior indications 
of deterioration but also “the internal 
changes which engineers agree are taking 
place.” The Commission’s use of both in- 
spection and the age-life method was held 
by the Court to yield a result “nearer the 
actual accrued depreciation” than was 
produced by the utility’s “cursory and 
surface observation.’’” 

Likewise in the Chambersburg Gas Case 
the Court supported the Commission’s 
fixing of accrued depreciation at 14 per 
cent by a combination of the age-life and 
observation method in preference to the 
utility’s observation method which the 
court indicated only made allowance in 
this case “for the visible effects of wear 
and tear and made no allowance for ob- 
solescence.”””? 

In the Cheltenham and Abington Sewer- 
age case, decided in 1936, the Court, while 
holding that the Commission “committed 
a fundamental error in fixing accrued de- 
preciation solely by the sinking fund 
method,” also pointed out that there is 
“latent depreciation” in physical property 
which is not readily revealed by inspec- 
tion.” The Court’s inclination toward the 
combination method was indicated by its 
statement that in arriving at an accrued 
depreciation of $13,500 it had given 
“weight to the evidence obtained by ob- 
servation as to the actual physical condi- 
tion of the plant” and had “taken into 


% Clark’s Ferry Bridge Co. v. Public Service Com 


mission, 108 Penna. Superior Court, 49, 75, 77, 1933. 
™ Chambersburg Gas Co. v. Public Service Commission, 
116 Penna. Superior Court 196, 202, 1935. ‘ 
78 Cheltenham and Abington Sewerage Co. v. Public 
Service Commission, 122 Penna. Superior Court, 252, 
269-271, 1936. 
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account all of the evidence as to all forms 
of depreciation.”” The $13,500 set for ac- 
cued depreciation by the Court was 
$7000 larger than the sum fixed by the 
Commission. 

Using the above mentioned sewerage 
case as a precedent the Court ruled in 1937 
that in using the age-life method the Com- 
mission was “ignoring all the evidenceas 
to the conditions of the plant as shown by 
observation except in setting up a theo- 
retical life for the parts of the plant.’’”® 

Support was given to the age-life method 
as the sole determinant of accrued depreci- 
ation in but one case. Referring to the 
Commission’s use of the sinking fund 
method in the Scranton-Spring Brook Case 
the Court held that “in the method and 
principle used we find no reversible er- 
ror.””®° 


RELATION OF ANNUAL AND ACCRUED 
DEPRECIATION 


If a utility is granted an annual depre- 
ciation allowance which is larger than the 
deduction made for accrued depreciation 
warrants it is evident that the consumers 
are really supplying the utility with funds 
to augment its property. 

Numerous statements by Commissions 
and courts have been made as to the im- 
portance of an annual depreciation allow- 
ance proportionate to the deduction for 
accrued depreciation. The Interstate Com- 
merce Commission in its study of depre- 
cation charges pointed out that “It is 
essential to bear in mind, however, that 
there is an inseparable connection between 
the straight-line method (of computing an- 
nual depreciation) and the principle that 
accrued depreciation represented by the 
depreciation reserve must be deducted in 
ascertaining the rate base.’’*' In 1927 the 

_ Penna. Power and Light Co. v. Public Service Com- 
mission, 128 Penna. Superior Court 195, 211, 1937. 

Scranton-S pring Brook v. Public Service Co. 119 
Penna. Superior Court 117, 141, 1935. 


" Depreciation Charges of Telephone Companies and 
Steam Railroads, 118 1.C.C. 295, 356, 1926. 
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New Jersey Commission ruled that what- 
ever method is used to compute accrued 
depreciation should also be followed in as- 
certaining annual depreciation.*? The New 
York Commission, in valuing a railroad in 
1933, made an allowance for annual de- 
preciation which was in line with its de- 
duction for accrued depreciation.“ On sev- 
eral occasions the United States Supreme 
Court has indicated the wisdom of chang- 
ing the amount allowed for annual depre- 
ciation if experience indicates that the 
annual reserve is excessive. In the Illinois 
Bell Telephone case the Court ruled that 
it is not necessary to continue the setting 
aside of excessive annual reserves.“ A sim- 
ilar ruling was made in the Clark’s Ferry 
Bridge case decided in 1934. The extent 
to which the reserve created by annual al- 
lowances for depreciation may differ from 
the existing depreciation was illustrated in 
the case of Lindheimer v. Illinois Bell 
Telephone Co. in which the utility’s re- 
serve in 1931 was $48,362,000 as compared 
with existing depreciation of $15,828,000. 
In commenting on this considerable dis- 
crepancy the Supreme court reiterated its 
stand that the reserve created by annual 
allowances for depreciation must be con- 
sistent with the deduction for accrued de- 
preciation by holding that “predictions 
must meet the controlling test of experi- 
ence.’’* 

Efforts of utilities to secure a small de- 
duction for accrued depreciation while at 
the same time contending for a relatively 
large annual depreciation allowance, have 
in most instances been rejected by the 
Pennsylvania Commission. A water com- 
pany’s claim that mains having an esti- 
mated life of seventy-five years and a re- 

8 Re Elizabethtown Water Co. P.U.R. 1927 E. 39. 

83 Re Yonkers Railroad Co. P.U.R. 1933 B, 80. 

4 Smith v. Illinois Bell Telephone Co. 282 U. S. 1353, 
1S Clark's Ferry Bridge Co. v. Public Service Co. 291 
U. S. 227, 239, 1934. 


8% Lindheimer v. Illinois Bell Telephone Co. 292 U. S. 
151, 170, 1934. 
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production cost new of $170,000 have 
depreciated but $36,000 in forty years, was 
held by the Commission to be inconsistent 
with its request for an annual depreciation 
allowance sufficient to provide the depre- 
ciated reproduction cost of $144,000 in the 
remaining thirty-five years.*’ 

The Commission likewise rejected the 
contention of a bridge company that al- 
though the observable depreciation six 
years after the bridge had been built was 
only $16,282, it should be allowed $21,210 
for annual depreciation. In refusing this 
request for an annual allowance which was 
more than seven times the average annual 
depreciation for the six years the Commis- 
sion remarked that “At the same time it 
(the utility) claims that the value of its 
property for rate-making purposes should 
be decreased only to the extent of the 
actually observable deterioration irrespec- 
tive of what experts may know is the 
probable future of the structure and ir- 
respective of the greater amounts which 
have been set aside to restore the structure 
at the end of its useful life. Clearly such 
an attitude is inconsistent and can’t be 
adopted.”’** 

While conceding that the annual charge 
to the depreciation reserve was a book- 
keeping device, the Pennsylvania Com- 
mission maintained that in determining 
annual allowance for depreciation and the 
accrued depreciation “‘identically the same 
elements’ must be considered.*® Granted 
that this relationship between the ac- 
crued depreciation and the reserve cannot 
be precisely computed by mathematical 
means, the fact that the reserve is intended 
to be used to replace property shows the 
relationship and also the necessity for 
keeping the reserve as close to the accrued 
depreciation as possible. The utility’s claim 


87 Columbia v. Columbia Water Co. 9 P.S.C. 595, 600, 
929 


88 Public Service Commission v. Clark’s Ferry Bridge 
Co. 11 P.S.C. 222, 231, 1932. 

89 Chambersburg v. Chambersburg Gas Co. 11 P.S.C. 
583, 594, 600, 1932. 


The Accounting Review 


for an annual allowance of $10,000 was re. 
duced to $7,500 by the Commission. Ip 
making this reduction the Commission 
pointed out that the Company’s experience 
and testimony indicated the excessive na- 
ture of its request. 

The wide discrepancy which may exist 
between the amount claimed for annual 
depreciation and the estimate of accrued 
depreciation was revealed in the Scranton- 
Spring Brook case. Accrued depreciation 
on a twenty-six year old reservoir was set 
at $2,200 by the utility’s expert while the 
claim for annual depreciation on the same 
reservoir was fixed by the same expert at 
$11,454.% In determining the allowance for 
annual depreciation the Commission very 
clearly indicated that this sum was the 
amount necessary to amortize the depre- 
ciated reproduction cost of the property 
over its remaining service life. 

How closely the amount allowed for 
annual depreciation depends upon the 
Commission’s estimated accrued deprecia- 
tion was indicated in the valuation of a 
water company in 1934.*' The Commission 
was of the opinion that ‘“The allowance for 
annual depreciation to which respondent is 
entitled must be determined in the light 
of our conclusions as to the depreciation 
which has already occurred.”’ Here, as in 
the Scranton-Spring Brook case, the 
Pennsylvania Commission set as the an- 
nual depreciation the sum necessary to 
reimburse the utility for the depreciated 
reproduction cost of the plant during the 
rest of its service life. 

Efforts of a sewerage company to con- 
vince the Commission that, although the 
accrued depreciation over twenty-six years 
had been but $8,935, the allowance for 
annual depreciation should be $2,000, were 
rejected by the Commission.” The only 


% Scranton-S pring Brook Water Service Co. 13 P.S.C. 
1, 25-26, 1934. 

" Kowalski v. Mocanaqua Water Co. 13 P.S.C. 377, 
384, 1934. 

% Public Service Commission v. Cheltenham and Ab- 
ington Sewerage Co. 14 P.S.C. 76, 86-87, 1935. 
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conditions under which a future annual 
allowance of approximately six times that 
shown in the past could be granted said the 
Commission, were a change in the nature 
of the community which would make the 
plant obsolete or inadequate, or a sudden 
increase in the rate of depreciation. No evi- 
dence could be found by the Commission 
to indicate the existence of either of these 
conditions. In discussing the relationship 
between the annual depreciation allowance 
and accrued depreciation the Commission 
reminded the respondent that: “If re- 
spondent hopes to sustain a high annual 
allowance for depreciation it must deter- 
mine an accrued depreciation in keeping 
with such claim. If, on the other hand, re- 
spondent seeks to establish a low accrued 
depreciation, its annual allowance for de- 
preciation must be consistent with that 
accrued depreciation.’ 


% Other cases in which the Commission emphasized 
that the amount allowed for annual depreciation must 
be consistent with the accrued depreciation were: 
Frackville v. Frackville Sewerage Co. 13 P.S.C. 512, 1934; 
Taxpayers Protective Association of Easton v. Lehigh 
Water Co. 14 P.S.C. 1, 51, 1935. 


On several occasions the Pennsylvania 
Superior Court emphasized the importance 
of maintaining a relationship between ac- 
crued and annual depreciation. Although 
accrued depreciation refers to the past and 
is actual, while annual depreciation refers 
to the future and is an estimate, the Court 
pointed out that ‘There should be some 
reasonable relation between them, at least 
in a structure like this (a bridge), which 
is subject to gradual but continuous disin- 
tegration from the moment of its depreci- 
ation, rather than to sudden change and 
decay.” In 1936 the Court reiterated its 
belief that ‘There is a substantial relation 
between accrued and annual depreciation 
for undoubtedly the experience of the par- 
ticular utility in the past is an important 
element to be considered in estimating 
future depreciation.””® 

™ Clark’s Ferry Bridge Co. v. Public Service Com- 
mission, 108 Penna. Court 49, 74-75, 1935. 

% Cheltenham and Abi ington Sewerage Co. v. Public 
Service Commission, 122 Penna. Superior Court 252, 
268, 1936; a similar view was expressed in Scranton- 


Spring Brook Water Co. v. Public Service Commission, 
105 Penna. Superior Court 203, 225, 1931. 


THEORY AND PRACTICE 


CHRISTIAN OEHLER 


I 


HE SUBJECT of theory and practice is 
usually conceived as one of theory 


versus practice, thereby implying 
conflict rather than codperation. It is a 
subject about which many misconceptions 
exist in the minds of those who have given 
no serious thought to the very close cor- 
relation between the two. This correlation 
exists because there can be no scientific 
practice of accountancy without a sound 
body of principles upon which the practice 
can be based. 

It is probably not very far from the 
truth to assert that these misconceptions 
have arisen because of a failure to dis- 
tinguish between the ability to accomplish 


a desired result (the characteristic which 
marks the “practical man”) and the scien- 
tific principles and rules of procedure in 
accordance with which the work must pro- 
ceed if the desired result is to be obtained. 
There are many persons who regard a man 
as “theoretical” if he spends his time in 
devising fanciful plans of procedure that 
may never work, or that will prove entirely 
too costly to apply, if they can be made 
to work. This is clearly the result of a 
failure to accord to theory and practice 
each its proper significance; but even more 
properly it might be considered the result 
of a failure to understand the real function 
of theory. 

And so it comes about that the subject 
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is considered as “theory versus practice” 
and viewed in an argumentative light, as 
though one must take sides, this one de- 
fending theory and that one defending 
practice. But, because of these misconcep- 
tions, no common ground can be selected 
as a starting point and no useful conclu- 
sions reached. It is time that the word 
“versus” was taken out of the subject; 
it has been there too long and has served 
no useful purpose whatever. 

Practical men have been heard to say 
that when one is facing a practical situa- 
tion, it may be necessary “to throw all 
your theory out the window.” His state- 
ment is false if the theories to which he 
refers are sound. Accounting theories do 
not have the finality of mathematical the- 
ories; they have many exceptions and 
these exceptions are part of the body of 
theory; but when you apply an exception 
to a rule, you do not throw the rule out 
the window. Moreover, the science of busi- 
ness and the science of accounting are 
neither of them static and theories that 
were found to work in the past may no 
longer fit conditions resulting from new 
developments. Both those who take the 
side of theory and those who take the side 
of practice will readily agree that such a 
theory, having become out-moded should 
be thrown out the window. 

When the concept of theory and the 
concept of practice are viewed each within 
its own limits, there is no conflict between 
them, there never has been any conflict, 
and by the very nature of the situation, 
there never can be any conflict. The theo- 
retical aspect of accounting is that which 
views it as a science, albeit not an exact 
science (because of the human element) 
and the theories of accounting are nothing 
but principles expressing the result of the 
scientific analysis of the significance of the 
financial condition or the operating results 
of a business enterprise and of the methods 
needed in order that they may be properly 
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expressed and interpreted. The practical 
aspect of accounting is that which views it 
as an art, viz., the practical application of 
the theories of accounting to the solution 
of the problems of business. Wherever an 
apparent conflict between theory and prac- 
tice exists (and any practical man will tell 
you that such conflicts continually occur), 
it is for one or more of the following 
reasons: the theory has become outmoded; 
the theory has been rigidly construed, 
without regard to the exceptions (the ex: 
ceptions that prove the rule); the theory 
has been improperly stated; or, the prac. 
tice is unsound. To say that the conflict is 
real and not an apparent conflict is equiva- 
lent to asserting that the practice of ac- 
counting does not rest upon a solid scien- 
tific basis. Such a statement is, on the face 
of it, absurd. Hence, any discussion of 
theory and practice should be treated 
under the heading ‘“Theory and Practice” 
implying correlation and codperation be- 
tween the two, and not under the heading 
“Theory versus Practice’ implying conflict. 


II 


One of the misconceptions that result in 
bringing the word “‘versus” into the sub- 
ject, arises because the word “theory” is 
frequently used in the sense of hypothesis, 
speculation, dream-thoughts. This con- 
fusion has extended so far that a great 
many accountants today have abandoned 
the word “theory” entirely and refer to the 
theories of accounting as accounting prin- 
ciples, thus side-stepping and avoiding the 
arguments and ridicule that result when 
the words “theory” and “theoretical” are 
mentioned to the so-called “practical” 
man. These arguments usually follow the 
line of thought that theories are merely 
speculations, the product of imagination, 
or that they are vague ideas or dreams in 
the mind of a visionary who is entirely out 
of touch with the world as it actually 
exists. Of course such speculations may be 
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utterly useless, perhaps even harmful; but 
they are not theories unless they can form 
the basis for practical work; they are not 
even hypotheses unless they are offered, 
not'as the basis for practical work, but as 
a basis of experiment, to be tested for the 
purpose of determining whether or not 
they will work. 

Theories are not the vague ideas and 
dreams of a visionary, but it is of such 
stuff that theories may, perhaps, be built. 
The visionary is the man who is not satis- 
fied or contented with things as they are; 
he is the student who finds his joy in the 
research department of an industrial enter- 
prise or in the laboratory of a technical 
school or university. He is continually 
searching for new thoughts, for new and 
better methods of procedure. Gradually, as 
aresult of his work, new bits of knowledge 
are acquired. Much of it useless, perhaps, 
when viewed in the cold light of material 
utility; but some of it may prove to be 
useful when viewed in the same light, and 
some of it indeed very valuable. These 
little bits of knowledge are built into 
working hypotheses, which are tested 
again and again; finally, new machines, 
new processes, new procedures, new meth- 
ods of interpretation result and the hy- 
pothesis is admitted to the body of science 
asa theory. And thus it is that, little by 
little, new principles, new theories are 
added to our knowledge. 

Far from being speculations or vague 
ideas, theories are very practical things. 
They are considered sound and tenable 
only as long as they are found to work. For 
many years, the theory that the earth was 
flat, that it was at rest, that it was the 
center of the universe, was held by scien- 
tists; but when it was found that the 
theory did not work, that many matters 
could not be explained by the theory, and 
that many matters were in fact in contra- 
diction of the theory, the theory was 
abandoned as unsound and untenable. 


Theories are theories only so long as they 
work—only so long as they are of practical 
value. 

It has been said that to despise theory 
is to have the excessively vain pretension 
to do without knowing what one does, and 
to speak without knowing what one says. 
But there are many men who state that 
they despise theory without actually doing 
so. Such a man might say, as many of 
them have in the past, that a certain idea 
“‘may be all right in theory, but it won’t 
work.” If he is really a practical man, 
that is, if he possesses the ability to accom- 
plish the work about which he is talking, 
then he is very probably right when he 
says “it won’t work.” If, however, there 
can be no conflict between theory and 
practice, then the other part of his state- 
ment, viz., that it may be all right in 
theory must be wrong. His statement, 
therefore, requires analysis. What is this 
theory that “won’t work’? It may be that 
changing conditions in the modern world 
of business have brought about a situation 
which requires a change of procedure; a 
new game requires new rules; and the old 
theory about which the practical man now 
says that “it won’t work,” has become 
unsound and untenable and should be 
abandoned as the Copernican Theory was 
abandoned, to be replaced by modern 
principles. It may be, however, that the 
idea which was said to be “all right in 
theory” was in reality a statement of a 
general principle which did not apply to 
the particular situation under considera- 
tion because of peculiarities in that situa- 
tion; that here was an exception to the 
rule; but such an exception, if it is ap- 
plicable to all similar situations, is also a 
part of the general body of theory. If, on 
the other hand, it is merely an isolated ex- 
ception useful only in this particular situa- 
tion, it is nonetheless true that the theory 
does not apply, and therefore the idea is 
not “all right in theory”; it is merely an 
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isolated fact from which general conclu- 
sions and general principles cannot be 
formulated. In contradistinction to the 
idea which the practical man rejects with 
the phrase “‘it won’t work,” the same prac- 
tical man has ideas which he has formu- 
lated into a general principle and which he 
says “will work”; this is the real theory 
that fits the situation. The reason it can be 
stated with so much assurance that this is 
the theory is precisely because it will work. 
The “practical” man may be horrified at 
being called “theoretical,” but his ex- 
pression of opinion as to what will or what 
will not work is “theorizing’”’ nonetheless 
if his opinion of what will work is stated as 
a general proposition applicable to all 
similar situations. Isolated facts, on the 
other hand, are useful to the accounting 
profession and to the science of accounts 
only to the extent that they can be classi- 
fied and made the basis for the formulation 
of general principles. 


A further misconception arises through 
confusing the concept of theory with the 
concept of practice, by trying to make the 
two words do duty for one and the same 
thing. This is the result of confusing the 
science of accounting with the practice of 
accountancy. A man who is engaged in the 
public or private practice of accountancy 
(as distinguished from the one who is 
merely doing the clerical work incidental 
to most accounting work) needs more than 
a theoretical knowledge of the principles 
governing his work. If he is to be of any 
value to his clients, his profession and 
himself, he must possess the ability to 
perform the work in conformity with cus- 
tomary standards, or to direct its per- 
formance in conformity therewith. 

The ability to recognize what account- 
ing theories are applicable to a given prob- 
lem and to apply those theories skillfully 
to the solution thereof is of the greatest 
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importance. The employer does not 
his employee for what he knows, but for 
his skill in the application of his know. 
edge; by the same token, the client dog 
not care particularly how extensive his 
accountant’s knowledge of theory may be, 
provided he is able to serve him properly, 
A man with limited knowledge of account. 
ing theory, but possessed with the ability 
to use that little well, may be able to serve 
certain clients very well, so long as the 
problems that arise in his practice involve 
only accounting theories with which he is 
familiar. A man with very extensive knowl 
edge of accounting theory, on the other 
hand, may not be able to put his knowl 
edge into practice; a man who is thor 
oughly familiar with the theories of bank 
accounting and with bank examination 
procedure based on those theories is not, 
ipso facto, able to make an examination of 
a bank; for instance, he may not possess 
the ability to direct the work of others. 

The ability to solve accounting problems 
is more important to the practicing ac 
countant than the knowledge of the ac 
counting theories applied in their solution. 
While one may know what the accounting 
theories are without being able to apply 
them to a given problem, the reverse of 
this is hardly true. One would hesitate to 
say that an accountant could apply ac 
counting theories to a given problem with- 
out knowing what these theories are; such 
a knowledge he must possess, even though 
the knowledge is imparted to him by 4 
superior as instructions at the moment d 
taking up the problem. 

Skill in the application of accounting 
theories to the solution of practical prob 
lems comes only from practice and that is 
the primary reason why so many practical 
men lay so much stress upon experience, 
The pianist who practices long hours at the 
keyboard, is a better pianist, other things 
being equal, than the one who does not. 
The accountant who makes of every eh 
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ement a means of improving himself 
in his ability to apply his knowledge be- 
comes a better accountant with every bit 
of experience that he acquires. By making 
acareful study of each engagement, he not 
only adds to his skill in the application of 
theory, but he may also add to his knowl- 
edge of theory as well. The important 
point is that he becomes a better account- 
ant as his skill increases, even though he 
may add nothing to his knowledge of 
theory. 

The accountant who does not possess a 
sufficiently comprehensive krfowledge of 
general accounting theory before begin- 
ning his practice, is not a practical ac- 
countant because of that fact. If he be- 
comes a practical accountant at all, it is 
in spite of that fact rather than because of 
it. As a matter of fact, his experience will 
be worse than useless to him unless he uses 
it as a means of acquiring a sound knowl- 
edge of theory. If he does not acquire this 
knowledge as a result of his experience, he 
cannot become an able accountant or a 
practical accountant at all. If he does 
acquire the necessary theoretical knowl- 
edge, then it is probably a fair statement 
to make, that his knowledge of theory was 
acquired the hard way, and frequently at 
the expense of the client, the employer, or 
both. 

The technical school or university is the 
proper place to acquire the knowledge of 
accounting theory; it is less expensive and 
more rapid to acquire the knowledge in 
this manner. The method of acquiring a 
knowledge of accounting theory while 
working as an accountant and depending 
solely upon the opportunities for the study 
of theory afforded by the performance of 
practical work is entirely too slow. There 
is no doubt that it can be very effective, 
but it requires a considerable amount of 
time. Seniors are usually much too busy to 
undertake the systematic instruction of 
their assistants; but even if they were 
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willing to undertake the task and could 
find the time to do it, it would of necessity 
be subordinated to the principal task of 
completing the professional engagements 
to which they have been assigned. Progress 
would have to be confined to the oppor- 
tunities afforded by the particular engage- 
ment; and whatever progress was made, 
might conceivably be made at the expense 
of the employer or of the client. But, 
whether the knowledge of accounting 
theory is acquired at the technical school 
or university or in the field while actively 
engaged in accountancy practice, skill in 
the application of theory comes only as a 
result of experience, of practice. Hence 
where the knowledge of theory is acquired 
in school, practical experience is needed in 
order that the requisite amount of skill 
may be acquired. 

Under the direction of a skilled super- 
visor or senior, this experience may be 
gained without added expense either to 
employer or to client, provided that ade- 
quate knowledge of theory is possessed as 
a background against which to analyze and 
profit by the experience. An inexperienced 
accountant is first assigned to simple tasks 
and paid a small stipend; if he understands 
the theory involved in these simple tasks, 
the senior will not need to give him instruc- 
tion in the theory, but merely give him 
such help in the application of the theory 
as he will need. As he grows in experience 
and skill, his tasks become more difficult 
and his compensation is correspondingly 
increased. 


IV 


Another misconception arises through 
the confusion which comes about through 
a failure to distinguish between the word 
“theory” and the phrases “common sense” 
and “sound judgment.” It frequently 
happens that a man who is lacking in 
sound judgment and common sense is said 
to be “theoretical.” This is an unfortunate 
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statement of the case because of the im- 
plied adverse criticism of theory. The 
criticism of the man probably should have 
been, not that he was “theoretical,’”’ but 
rather that his knowledge of theory was 
hazy or very faulty, if the question of 
theory is to be brought into the picture at 
all. It might be nearer the truth to omit 
all reference to theory and state that the 
man is lacking in good judgment or in 
common sense or both. Frequently this 
lack of judgment and common sense re- 
flects itself in inability to recognize and 
select the theory that applies to the project 
under consideration; hence it would prob- 
ably be better to describe him as “not 
sufficiently theoretical.” 

Sound judgment and common sense are 
by far the most important of all the quali- 
fications which are necessary for the public 
or private accountant or auditor to possess. 
Judgment may be defined as the mental 
faculty of deciding correctly by the com- 
parison of facts and ideas, i.e., facts with 
facts, ideas with ideas, or facts with ideas. 
This faculty of deciding correctly is a 
necessary accompaniment of common 
sense and both may be improved by ex- 
perience provided the acquisition of ex- 
perience and the resulting skill is based 
upon a thorough knowledge of theory. It 
has been repeatedly said that common 
sense is, of all kinds, the most uncommon; 
it implies discretion, good judgment and 
true and practical wisdom applied to com- 
mon life. It has been described as the 
crown of all the human faculties. An 
accountant is not practical because he 
possesses judgment and common sense and 
theoretical because he lacks these qualities; 
an accountant is practical, if at all, pre- 
cisely because he possesses an adequate 
knowledge of theory, because he is able to 
select the theory or theories applicable to 
the case in hand, and because he possesses 
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adequate skill in the performance of his 
task. There is little question that sound 
judgment and common sense are both es- 
sential; there can be no criticism of the 
statement that an accountant cannot be 
considered practical if he is lacking in 
these two essential characteristics; but the 
possession of these qualities alone will not 
make him practical and the absence of 
them most certainly does not make him 
theoretical. 

There is, or at least there should be no 
stigma in being called “theoretical” if by 
“theoretical” is meant “possessing a 
knowledge of theory.”” A man may be 
theoretical without being practical, but the 
more an accountant knows about the 
theory of accounts, the more practical and 
useful he may become. 


Theory and practice are not, therefore, 
opposed one to the other if the proper sig- 
nificance is attached to each of the two 
words. On the contrary, theory and prac 
tice are closely related; each serves the 
other; each without the other is barren; 
together and only together they form a 
whole. Theory provides the principles ac- 
cording to which the practical work is 
carried out. Practice provides the back- 
ground against which untenable theories 
are proven to be such and serves further 
to provide the basis for their rejection. In 
the ideal situation, education lays the 
foundation by providing the proper back- 
ground of accounting theory; experience 
provides the opportunities for acquiring 
the skill, which, together with the other 
qualifications of good judgment and com- 
mon sense, makes for sound practice. And 
it should be remembered that our aim as 
accountants should be sound practice 
above all other considerations. 
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REVISED statement of “‘Account- 
| ing Principles,’ prepared by the 
Executive Committee of the Ameri- 
can Accounting Association and published 
inthe June 1941 issue of THE ACCOUNTING 
Review, is a decided improvement over 
the statement of principles previously pub- 
lished in June 1936. Nevertheless, it still 
contains spots where further burnishing 
would appear to contribute both to desir- 
able refinement and to greater harmony 
between the principles and the funda- 
mental thesis upon which they are based. 
The present paper makes no point of the 
need for additional accounting services in 
the form of statements exhibiting the in- 
fluences of changing dollar values and 
changing economic values. Developments 
in these directions can safely be left to the 
pressure of external forces. An attempt 
wil be made, rather, to point out and 
emphasize inconsistencies in the principles 
and to consider the use of terms that may 
be misleading when used in connection 
with the task that historical accounting is 
designed to accomplish. Attention is de- 
voted to the latter first. 


WORDS THAT TEND TO CONTRIBUTE TO 
MISUNDERSTANDING BECAUSE THEY 
FREQUENTLY HAVE A DIFFERENT 
MEANING IN ECONOMICS 


Historical accounting is a scheme, either 
logical or traditional, developed for the 
purpose of accomplishing certain rather 
specific ends. Its principles should be con- 
sistent with both its fundamental assump- 
tions and its purpose. A large number of 
the terms used in connection with the 
scheme and the results obtained from its 
application have specific meaning and, one 
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might even say, validity, only within the 
framework constructed. Thus, income is 
an historical accounting income, pro- 
prietorship is usually an expression of 
ownership only within the recorded his- 
torical experience, etc. That certain events 
did occur in the past and thus contribute 
to an accumulated mathematical resultant 
is the truth which historical accounting is 
intended to portray. In a large number of 
cases, however, the public, businessmen, 
and perhaps even accountants themselves 
have fallen into the error of misinterpret- 
ing accounting data as exhibiting a differ- 
ent truth—a reality existent as of the 
present, separate from the historical origin. 
There has been a commendable attempt in 
recent years to purify the accounting ter- 
minology, to use words more consistent 
with the former and less likely to be mis- 
interpreted as meaning the latter. Thus, 
the Committee on Terminology of the 
American Institute of Accountants in ad- 
vocating that some other word be substi- 
tuted for the term “surplus,” states that 
“it is hardly too much to say that the 
word ‘surplus’ as currently used is gener- 
ally either non-descriptive or mis-descrip- 
tive, since in the public mind it has a con- 
notation of value.’ In this same direction, 
the decline in the use of the terms “net 
worth” and “value” is consistent. Great 
care should be exercised to see that in so 
far as possible the terms used in stating 
accounting principles are not likely to be 
misleading. While it is held by some that 
the general public should recognize the 
fact that the terms used are technical 
terms, and that as such it should not 


1 Report of the Commitiee on Terminology, No. 12, 
Sept. 
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attempt to interpret them, it is far better 
procedure to avoid the use of equivocal 
words whenever possible. The following 
appear to be spots where the use of other 
terms would serve to emphasize the ac- 
counting interpretation. 

(1) In the preparatory note the Com- 
mittee states that “In the corporate field 
the most important use of accounting lies 
in the preparation of statements of finan- 
cial position and of operating results.” In 
the basic assumption the Committee also 
refers to the accounting statements as 
financial statements. The term financial 
position is equivocal. While it implies that 
it is the general monetary position of a 
firm that is being presented, or that a 
firm’s status is being exhibited in monetary 
terms, the financial position presented in 
the balance sheet is a specific variety of 
financial position: it is an accumulative 
end result of the recorded historical ex- 
periences. The terms financial position or 
financial statement may also properly be 
interpreted to mean the current worth or 
value status of a firm, or a current worth 
or value statement. Many individuals so 
interpret them. Although the terms have 
long been used as the Committee uses 
them, to refer to the statements rather as 
accounting statements, as statements ex- 
hibiting the accumulative historical posi- 
tion, as presenting the condition resulting 
from historical experiences, etc., would be 
a step in the direction of specificity. 

It should be noted, too, that few of the 
accounting statements to which the Com- 
mittee lends its support exhibit operating 
results as such. While it is possible to 
quibble over the meaning of the term 
operating, it is evident that most corporate 
statements purporting to exhibit operating 
results contain much that expresses the 
influence of external economic forces over 
which the management has no control. 
The rise and fall in the value of the product 
sold and of the remaining inventories, the 
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rise and fall in the value of the assets used 
in production, the inertia of wages and of 
contractual prices, a shift in the value of 
money, all play a part in determining the 
net result presented in the so-called oper. 
ating statement. The miller who does not 
hedge, for instance, will usually experience 
an increase or decrease in profits because 
of his speculation in raw materials. In ex. 
treme cases, the so-called operating profit 
or loss may be no more or less than the 
crystallized appreciation or market de 
preciation of fixed assets. What are oper- 
ating results? Has accounting ever de 
picted them? 

(2) In the basic assumption the Com- 
mittee states that “A knowledge of the 
origin and expiration of the economic re- 
sources of a company and the resultant 
changes in the interests of its creditors and 
investors is essential. . . .”” One may waive 
aside the omission of the fact that it is also 
desirable to secure a knowledge of the 
“expirations” of specific “economic re 
sources” which do not cause “resultant 
changes in the (amount of the monetary) 
interests of creditors and investors’’ if the 
statements are to be truly intelligible. But, 
what are economic resources? Evidently 
they are assets which are set forth in terms 
of their historically recorded amounts. In 
the literature of economics, however, these 
terms usually refer to items of wealth con- 
ceived of as existing current values (some- 
times corrected for changes in price level). 
To an accountant the terms thus imply 
“costs”; to an economist, and often to the 
general public, they imply current eco 
nomic values. Although the values re 
corded by the accountant are usually 
current at the date of record, the thesis 
underlying the principles holds that 
changes in economic value which occur 
subsequent to the date of record should 


not be recorded. It follows, therefore, that § 


the accountant does not record the “ex 
pirations” of true economic ‘‘economic re- 
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sources.” It would appear that terms could 
have been chosen which would have 
yoided this possible ‘mis-description” 
and the possible resulting misinterpreta- 

(3) Principle A-1 states that “Cost in- 
curred is measured by cash outlay or by 
the fair market value of considerations 
other than cash.” Here, we have an explicit 
excursion into the realm of values or eco- 
nomics. Cash outlay cost is an accounting 
cst; “market value of considerations 
other than cash’’ cost is an economic cost. 
The former represents the sacrifice of 
something which, within the historical ac- 
counting scheme, was properly recorded 
on the books; the latter represents the 
sacrifice of something, in part at least, 
which according to the scheme should not 
have been recorded on the books. The 
books would thus not show the total cost 
since according to the rules the entirety 
could not properly be recorded as such. 
Does the Committee mean that account- 
ants should take the position that some of 
the items or amounts that are subse- 
quently to constitute costs ought to be 
recorded while other items that are later 
to constitute costs ought not be recorded 
prior to their sacrifice? Ought not all of the 
items that are in a position sufficiently 


definite to become costs be recorded as 
such? Is the term cost to be used inter- 
changeably to refer either to accounting 
costs or to economic costs? One wonders if 
the Committee could be induced to advo- 
cate that the term also be interpreted to 
mean subjective or psychic costs. Thus 
profit would have a cost. When one de- 
liberately incurs a cost one is usually in 
position to reckon or count that cost prior 
to engaging in the transaction. It thus 
appears that value can be determined 
prior to sale. What then becomes of the 
position frequently taken that values 
should not be exhibited in the statements 
because of the fact that they cannot be 
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determined with sufficient objectivity and 
definiteness? 

Principle A-8 states that “In the case of 
resources received in exchange for product 
or other assets, the selling price of the 
product or other assets, expressed in 
realizable cash terms, becomes the cost of 
such resources received for subsequent 
accounting purposes.” The Committee 
goes to great lengths to reduce everything 
to a cost basis. Here profit, previously un- 
recorded—the value of the business’ serv- 
ices, interest on invested capital, rent on 
owned buildings and other assets, the pro- 
ducer’s surplus, etc.—is counted as cost. 
From one point of view this may be good 
economics—the value of the thing given 
up is equal to the value of the thing re- 
ceived, but do economists go so far as to 
count producer’s surplus a part of cost 
prior to its recognition? 

It should be noted, too, that a cost is 
usually incurred in a purchase transaction. 
Thus in Principle A-8, one is considered to 
be buying cash or accounts and notes re- 
ceivable; profit is thus derived from the 
purchase of these items through the me- 
dium of exchanging an equal value. When 
a firm sells its building it is buying cash. 
What a curious interweaving of accounting 
and economics, of purchase and sale! Why 
did the Committee not say simply that 
‘Factors of production and other resources 
of an enterprise are measured at the date of 
acquisition by costs incurred, amounts in- 
vested, amounts donated, and/or amounts 
received in exchange for product or serv- 
ices sold, on a cash or cash-equivalent 
basis .. .””? Why the perversion of the 
accounting term cost? 

(4) The term surplus has long possessed 
a nuisance value; it is also exceedingly 
difficult to define with exactness. As the 
American Institute Committee on Ter- 
minology suggests, the use of the term 
might well be abandoned. 

(5) The terms capital and income are 
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subject to conflicting interpretations be- 
cause of the manner in which they are used 
in economics. It would also seem to be de- 
sirable that other terms be substituted for 
them. 


TERMS AND STATEMENTS THAT IMPLY 
AN IDENTITY OF ITEMS ON THE TWO 
SIDES OF THE BALANCE SHEET 


(1) Section B states that “Revenue is 
measured by the realizable value, on a cash 
or equivalent basis, of the product of the 
enterprise, either goods or services.” But 
what is the revenue that is thus measured? 
Is it the realizable value itself, or some- 
thing else? That is, is the realizable value 
that provides the measure asset or rev- 
enue? Principle B-1 states that “Where the 
immediate consideration received from the 
customer is in a form other than cash the 
amount of revenue realized and recogniz- 
able is restricted to the cash value of the 
consideration.”’ Although one serves as the 
measure of the other, two elements are 
involved; asset and revenue are not one 
and the same. 

Principle B-5 states that “Discovery 
value, timber growth, and other forms of 
accretion are generally not to be recog- 
nized as realized revenue.” Here property 
and revenue are one and the same. The 
statement does not say that the increased 
value resulting from such accretion does 
not constitute a basis justifying the recog- 
nition of revenue. The implication is ob- 
vious: were revenue to be recognized it 
would appear on the asset side of the bal- 
ance sheet. Principle B-6, that ‘Apprecia- 
tion or enhancement resulting from chang- 
ing market prices of existing units of 
property does not represent realized reve- 
nue,” may or may not involve an identi- 
fying of the two sides of the balance sheet 
depending upon what the Committee 
means the term “represent” to imply. 

In the statement “Reserves set aside to 
indicate the manner in which profits have 
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been invested .. . ” (Principle D-3) there 
is a clear implication that profits and as. 
sets are one and the same. The reserves 
themselves are not stated to be “set 
aside” out of profits but rather to indicate 
how profits, something else, are invested, 
What one usually invests is assets or cash, 
Therefore, assets, cash and profits are 
synonymous. Yet, in accounting, profit is 
usually a credit balance. 

(2) The comment following Section D 
states that “the retirement of a stock- 
holder’s equity may involve a distribution 
of earned surplus.” Principle D-2 speaks of 
earned surplus being charged with “dis. 
tributions to stockholders, including 
amounts credited to paid-in-capital upon 
the issuance of stock dividends.”’ Waiving 
the question of whether a stock dividend 
involves a distribution to the stock 
holders, one may well ask what if anything 
is ever distributed to stockholders. When 
a stockholder receives a dividend he usu- 
ally receives a check, cash or other items 
that previously occupied a place among the 
assets. The experience is frequently the 
same when a stockholder’s equity is re 
tired. If the accountant speaks of this asa 
distribution of surplus, what is more nat- 
ural than to conclude that surplus and 
cash or assets are one and the same? 
Hence, the accountant has the burden of 
proving that cash and surplus are different. 

It is a serious question, also, whether 
surplus can be distributed. Assets can be 
distributed physically, but certainly sur 
plus cannot be distributed physically. The 
point may be made, however, that a div- 
dend involves a distribution of two things: 
cash or the asset and the ownership of the 
asset; that the distribution of surplus isa 
distribution of the pooled ownership of 4 
certain portion of the assets, a distribution 
of the title to and control over the assets. 
Surplus, itself, however, is neither the title 
nor the control; rather, it exists as al 
equity because these things are possessed 
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inrespect to assets having a greater mone- 
tary expression than the sum of the lia- 
bilities and capital stock (plus capital 
surplus). Second, a dividend does not dis- 
tribute the existing title and control; it 
creates a new title and vests a new control. 
Nor does it distribute the existing owner- 
ship; instead it creates a different owner- 
ship; it substitutes an individual ownership 
for what one might, with grace, call a 
fungible ownership of each and every 
dollar or dollar’s worth possessed. It seems 
dificult, therefore, to see how surplus as 
such can be distributed in anything like the 
gnse in which it may be said that assets 
are distributed. 

Asecond objection may be raised against 
the criticism here levied on the basis of the 
fact that the term distribution may also 
mean classification or re-classification—in 
the manner in which administrative ex- 
penses are said to be distributed to various 
other departmental expenses. The term 
dividend, however, implies a distributiou 
in the sense of a giving out, not a distribu- 
tion in the sense of a mere reclassification. 
In the former a total vacancy results, in 
the latter there is a mere shifting within 
the same whole. Actually, therefore, it 
would seem proper to state that assets are 
distributed and surplus is reduced cor- 
respondingly. 

(3) Principle D-3 speaks of “Reserves 
st aside.”” Here, too, the terms set aside 
would appear to be more correctly used if 
ifthey referred to the setting aside of as- 
sts. When the layman speaks of setting 
aside a reserve, he usually means that he 
has taken cash and placed it in a special 
fund for the purpose of meeting some fu- 
ture contingency. It is true that Webster’s 
defines setting aside as reserving, setting 
apart as the setting aside of part of one’s 
income, but its definition of income seems 
toaccord more closely with economics (a 
flow of goods and services) than with the 
accounting credit designated as income. 
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Actually, when one sets up a reserve does 
one not merely earmark or classify a por- 
tion of surplus in such a manner as to indi- 
cate that it ought not be charged when 
dividends are declared and thus convey 
somewhat more definite information as to 
intent to the stockholders and the public? 
But what is “‘set aside’? 


WORDS IN GENERAL 


(1) Principle A-3 speaks of ‘“‘cost which 
has been absorbed in producing revenue or 
has otherwise expired ....” Just how is 
accounting cost absorbed and how does it 
expire? Production may absorb the physi- 
cal materials and the life-period of an asset 
may expire, but I fear that if the account- 
ant did not amortize or charge-off the re- 
corded accounting cost rather consciously 
and specifically that it would remain for- 
ever in spite of the physical absorption of 
the product or the expiration of life pe- 
riods. Is accounting cost then to be identi- 
fied with physical properties or life terms, 
or should we state that it is the account- 
ant’s task to determine the portion of the 
cost that should be amortized? 

(2) In Section B “Revenue is measured 
by the realizable value, on a cash or 
equivalent basis, of the product of the 
enterprise, either goods or services.” In 
Section C ‘“‘Income is measured by match- 
ing revenues realized against costs con- 
sumed or expired... .” (Usually it is 
done by matching costs against revenue 
rather than as stated.) In the first state- 
ment revenue is measured by comparison 
with something else, the usual procedure 
followed in measuring even though that 
something is not a standard. In the second 
statement income is measured not by com- 
parison but by mathematical subtraction. 
We may determine the amount of income 
in this manner but do we measure it thus, 
or do we still measure it by certain “realiz- 
able values” affecting the left side of vari- 
ous accounts? 
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(3) Principle A-5 states that “The ex- 
cess of the face or maturity amount of a 
liability over the cash or cash equivalent 
supplied by the creditor represents a form 
of interest payable at maturity... .” 
If such an excess is a form of interest it is a 
form that exists in the womb of the future; 
at any given balance sheet date it is not 
even a foetus. Interest, per se, can come 
into being only after an interval of time 
has elapsed. Actually, the excess spoken of 
is indicative of a mere contractual agree- 
ment to pay an amount of interest at the 
maturity of the obligation. No equivalent 
value or service has been received. It is 
questionable, therefore, whether an amount 
occupying such a status can properly be 
spoken of as “a form of interest.” One 
might just as well speak of the wages that 
an employer promises to pay a new em- 
ployee at the end of his first two weeks of 
service as a form of wages payable, of the 
price that a customer agrees to pay at the 
end of a thirty-day period for goods just 
ordered as a form of goods payment, of the 
taxes that one believes he will be liable for 
if he does business during the next fiscal 
period as a form of taxes payable, etc. Does 
this not appear to be carrying “form” to 
extreme? Is the form involved a form of 
interest or a form of contract? 

(4) The Committee continues the use 
of the term depreciation. The latter is 
sometimes defined as meaning a mere de- 
cline in price or value, thus referring to an 
economic experience outside the scope of 
the historical accounting framework. 
Again, it is frequently assumed to be a 
wearing away of the physical properties of 
an asset. Actually, what the accountant 
has in mind, however, is that the cost of 
certain items should be charged against 
revenue on some supportable basis, be- 
cause of the fact that the asset has a 
limited life and is believed to have con- 
tributed a service in the operation of the 
business. The actual limiting factor may be 


a number of causes other than wear and 
tear. It is suggested that the use of a term 
other than depreciation may aid in Clearing 
the atmosphere somewhat and thus cop. 
tribute to a better grasp of what the ag. 
countant is attempting to accomplish. 


GENERAL STATEMENT AS RESPECTS THE 
TERMS CRITICIZED 


If objection be raised on the basis that 
the terms criticized in this and the previous 
sections have long been used in the sense 
in which the Committee has used them, it 
may be answered that they have also 
probably been misinterpreted over the 
same length of time. Whether one should 
insist upon the right to define one’s own 
terms, or should use other terms that are 
less likely to be misinterpreted is a prob- 
lem involving the wisdom of procedure, 
The decision should, however, be influ- 
enced by the fact that accounting has a 
message to convey and a duty to perform; 
its function is to serve. 


THE BASIC ASSUMPTION, THE PRINCIPLES, 
THE COMMENT 


(1) The basic assumption presents a fun- 
damental desideratum. That it must be in- 
terpreted to mean that one must accept 
or restrict oneself to the historical thesis in 
order to achieve “‘a unified and coérdinated 
body of accounting theory” is a matter for 
debate. It would appear that all of the 
ends mentioned could be achieved by sub- 
scribing to some other thesis. There are 
those, too, who would deny, and, I believe, 
with considerable logic, that historical ac- 
counting accomplishes the ends set forth 
as desirable. One might well expect the 
basic assumption to contain a much more 
specific statement as respects the relation 
between accounting and the historical 
thesis. 

(2) In the general Principle A there isa 
statement to the effect that at dates sub- 
sequent to the date of acquisition the fac- 


tors 
to be 
in 
fects 
even 
mark 
ciple 
costs 
be 
men 
Prin 
emp 
then 
ciate 
wide 
mar 
use 
pe 
( 
pre 
acq 
pro 
acq 
ligh 
bas 
sta 
wi 
an 
ac 


Critique of Revised Statement of Accounting Principles 


tors of production and other resources are 
tobe measured by cost incurred or amount 
invested after taking into account the ef- 
fects of operation and other subsequent 
events. What other events? A decline in 
market value? Presumably not, for Prin- 
dple A-7 states that “Values other than 
costs applicable to future periods should 
be treated in balance sheets as supple- 
mentary data... .” But, if Principle A-7 
means what it says, why the need for 
Principle B-6 denying the fact that appre- 
dation represents realized revenue? For 
emphasis, perhaps. If this is the answer, 
then it may be said that the use of depre- 
ciated market values has been much more 
widespread than the use of appreciated 
market values. Opposition to its continued 
use would therefore appear to call for the 
greater emphasis. Certainly, it ought not be 
permitted to remain hidden under a bushel. 

(3) Principle A-1 states that “Where 
productive factors or other resources are 
acquired by donation or some similar 
process, fair market value at the date of 
acquisition, carefully determined in the 
light of all available evidence, becomes the 
basic measure.’”’ It would seem that this 
statement should have been placed in the 
basic principle heading this section. Cer- 
tainly, the basic principle is not complete 
without it. The second statement of Prin- 
ciple A-1 is of greater importance than the 
first statement of Principle A-1. The latter 
is explanatory only; it merely elaborates. 
The former adds something new. 

(4) Principle A-2 states that ‘The total 
cost of the several classes of assets ac- 
quired by a lump-sum payment should be 
distributed after careful consideration of 
the nature and condition of each unit of 
property, intended use and prospective 
earning power, and other pertinent data.” 
Obviously this procedure is also applicable 
to lump-sum amounts or items invested 
and to lump-sum amounts or properties 
acquired by donation. 
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(5) In Principle A-4 the statement that 
“in the case of resources to be continued 
in use or held for sale only such portion of 
their costs as may reasonably be assigned 
to future periods should be carried in the 
balance sheet”’ is a repetition (and perhaps 
elaboration) of the statement in Principle 
A-3 that “For each accounting period 
there must be a determination of . . . the 
amount of cost which is reasonably ap- 
plicable to future operations.” 

(6) Principle A-7, that ‘Values other 
than costs applicable to future periods 
should be treated in balance sheets as sup- 
plementary data...,” is hardly to be 
taken at face value. Principle A-4 informs 
us that the “Costs of productive factors or 
other resources which are no longer useful 
should be reduced to realizable value.”’ The 
main section under A states that “Factors 
of production and other resources of an en- 
terprise are measured at the date of ac- 
quisition by costs incurred or amounts in- 
vested.” Principle A-1 states that ‘Where 
productive factors or other resources are 
acquired by donation or some similar 
process fair market value at the date of ac- 
quisition, carefully determined in the light 
of all available evidence, becomes the 
basic measure.” But the Committee no- 
where identifies cost with the implied con- 
cept of “realizable value,” “amounts in- 
vested” or “fair market value.” 

(7) Principle A-8 appears to be modi- 
fied by Principle B-1. Adjustments, ap- 
parently, must be made for items that will 
reduce the resources of Principle A-8 to a 
collectibility basis. . it the realizable cash 
value of the product sold that is the cost 
of the assets acquired (the cash capable of 
being realized), the amount expected to be 
realized, or something else? There is a nice 
problem for the Committee here. 

(8) The comment at the close of Section 
A states that “A marked change in the 
value of money might impair the useful- 
ness of cost records; however, such changes 
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in price levels as have occurred in this coun- 
try during the last half century have af- 
forded insufficient reason for the adjust- 
ment of values.” One wonders if the 
Committee is serious. How much of a 
change does the Committee believe to be 
necessary before cost records are invali- 
dated? According to Snyder’s Index-Num- 
ber Series the general price level rose from 
71 in July 1897 to 100 in January 1913 and 
to 199 in June 1920. 

(9) The general principle in Section B, 
that ‘Revenue is measured by the realiza- 
ble value, on a cash or equivalent basis, of 
the product of the enterprise, either goods 
or services,”’ is not the whole truth. Princi- 
ple B-3 provides that “In the case of inter- 
est, rent, royalties and related forms of 
contractual revenues recognition on a strict 
accrual basis (Writer’s note: During the 
interval of the fiscal period recognition is 
frequently on a cash basis) in accordance 
with the condition of the contract, is pre- 
ferred practice” and Principle B-7 adds 
that “Revenue may be realized through 
the sale of resources not to be classed as 
product.” The revenue of B-3 and B-7, of 
course, is not to be measured as stated in 
the main principle, “by the realizable 
value, on a cash or equivalent basis, of the 
product of the enterprise .. . .” 

(10) Principle B-5 states that “Discov- 
ery value, timber growth, and other forms 
of accretion are generally not to be recog- 
nized as realized revenue.” Principle B-6 
states that “Appreciation or enhancement 
resulting from changing market prices of 
existing units of property does not repre- 
sent realized revenue.” It would be inter- 
esting to know whether the Committee 
would approve of their recognition as the 
basis for recording unrealized revenue in 
the accounts proper. Principle A-7 would 
appear to answer this inquiry in the nega- 
tive. If that is the case then A-7 would cer- 
tainly deny that the items mentioned in 
B-5 and B-6 could constitute a proper 
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basis for the recognition of realized reve. 
nue. On the other hand, it has been shown 
previously that the Committee apprently 
approves of exceptions to A-7. 

(11) The general principle of Section ¢ 
states that “Income is measured by match- 
ing revenues realized against costs con- 
sumed or expired, in accordance with the 
cost principle.” This, apparently, is not 
the whole story since the comment at the 
end of Section C states that the limitations 
indicated in the principles of Section C “do 
not apply to operating reserves created by 
means of carefully determined charges to, 
current operations.” Nowhere, however 
do the principles, except possibly indi- 
rectly in the statement in C-3 to the effect 
that income and profits taxes should be 
shown in other sections of the income state- 
ment, state that such reserves may be es- 
tablished so that the charges may be levied 
against revenue. In fact, the principles 
would appear to deny the propriety of 
recognizing such items. 

(12) The general principle of Section C 
provides that the income statement of any 
one year “should reflect all realized reve- 
nues, and all costs and losses written off 
during the year, whether or not they have 
resulted from ordinary operations.” Does 
this not violate the integrity of the fiscal- 
period principle? Does it not also support 
the conclusion, since the income of previ- 
ous periods is not to be thought of as being 
adjusted subsequent to its being closed 
into surplus, that the final result presented 
by any income statement is the final word 
as respects all of the influences accruing up 
to that date? 

(13) Principle C-3 provides for the pre- 
sentation of interest on borrowed money 
but says nothing about interest income. 

(14) Principle C-4 states that “Income 
should not be distorted or artificially sta- 
bilized by creating arbitrary reserves either 
by appropriating income or surplus or by 
overstating expenses... .” Distorted ac- 
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cording to whose opinion? The Commit- 
tee’s or that of the maker of the state- 
ment? When is income artificially sta- 
bilized? When are expenses overstated? 
Does one have to know and agree with the 
Committee’s principles before deciding? 

(15) Section D-1 provides that paid-in 
capital “‘may be increased by credits from 
the reissue of shares reacquired, and trans- 
fers from earned surplus to capital-stock 
account by means of stock dividends, re- 
capitalization, or otherwise” but says 
nothing about the simple situation of 
merely issuing additional amounts of au- 
thorized stock. Or, is this a recapitalization 
(Some authorities state not.*)? Perhaps, it 
is coered by the “‘or otherwise.” 

(16) Section D-4 states that “‘A reduc- 
tion of the par or stated value of capital 
stock for the purpose of absorbing a deficit 
should be approved by stockholders, and 
earned surplus thereafter should be so 
labeled as to indicate that it dates from 
the time the deficit was eliminated.” 
Whether such a reduction in the par or 
stated value of the capital stock should be 
approved by the stockholders would not 
seem to be a matter rightly included within 
the realm of accounting theory. If the 
state law or the corporate charter should 
provide otherwise, that would appear to 
be the controlling factor. Such a step is a 
matter of corporate procedure, not a mat- 
ter of accounting. The basic assumption 
seemed to imply that it is the purpose of 
the principles to set forth “a unified and 
coérdinated body of accounting theory.” 

In the second place Principle D-4 does 
not appear to require the dating of surplus 
subsequent to the date of charging a deficit 
against paid-in surplus. What is there 
about par or stated value that the adjust- 
ment of either for the purpose of absorbing 
a deficit should require the dating of a sub- 
sequent earned surplus, while the charging 


0 Burtchett, F. E., Corporation Finance, p. 840, note 
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of a deficit against paid-in surplus does not 
require such a subsequent dating? If the 
motivation for the dating procedure rests 
in the idea that the deficit should nor- 
mally be “absorbed” by subsequent posi- 
tive earned surplus amounts, then it 
should be pointed out that the Committee 
(Principle D-1) has stated that both capi- 
tal stock and paid-in surplus are paid-in 
capital. What is the difference between 
capital stock and paid-in surplus? Both 
may originate in the same source. Perhaps 
the Committee was influenced by the fact 
that a reduction in par or stated value 
may be classified as a recapitalization. If 
so, is this sufficient to justify the above 
discrimination? 

(17) Principle D-2 states that “Earned 
surplus should contain no credits from 
transactions in the company’s own stock 
or transfers from paid-in capital accounts.” 
Principle D-7 states that “The outlay for 
reacquired shares of capital stock, pro- 
vided the shares are reissuable, should be 
shown on the balance sheet as an unallo- 
cated reduction of capital stock and sur- 
plus....” Principle D-7 further states 
that ‘“The excess of the reissue price of re- 
acquired shares over their cost is paid-in 
capital.” (Only the excess is paid-in capi- 
tal.) Suppose that a corporation reac- 
quires a certain number of its shares of 
stock at an amount equal to their book 
value, $120 (par value, $100), that the cor- 
poration has no capital surplus, and that 
it is intended subsequently to reissue the 
stock. The “acquisition price” is an un- 
allocated reduction of capital stock and sur- 
plus. Note that although the “acquisition 
price” is unallocated it is nevertheless a 
reduction. How does the unallocated reduc- 
tion reduce capital and surplus? Presum- 
ably in the same manner as if the stock 
were not to be reissued. Here Principle 
D-7 is of assistance in that it provides that 
“Tf the shares are not reissuable, or if they 
acquire the status of unissued or retired 
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shares, such outlay should be charged to 
capital-stock account up to the amount by 
which capital has been formally reduced; 
the balance remaining should be charged 
to paid-in surplus, if any, up to an amount 
not in excess of the prorata portion of the 
paid-in surplus applicable to that number 
of shares; any part of the outlay which 
cannot thus be absorbed should be charged 
to earned surplus as constituting a dis- 
tribution thereof.” It would seem to fol- 
low, therefore, that an unallocated reduc- 
tion reduces earned surplus to the extent 
of the amount of the outlay in excess of 
the sum of the capital stock reduction and 
the prorata capital surplus reduction—in 
the present illustration by the amount of 
$20. (Note again that although the earned 
surplus reduction is unallocated, earned 
surplus is nevertheless reduced. Otherwise 
what does the term reduction mean?) To 
this extent, earned surplus is “distrib- 
uted,” as much so as when the reacquired 
stock is actually retired. If this is true, and 
the logic would appear to be inescapable, 
it follows that when reacquired stock is re- 
issued and only the excess above the “ac- 
quisition price” is credited to capital sur- 
plus, an amount equal to the unallocated 
reduction applicable to earned surplus is 
indirectly credited to earned surplus. This 
would appear to violate D-2 which states 
that “Earned surplus should include no 
credits from transactions in the com- 
pany’s own stock....” Can it be that 
the Committee intended that D-2 should 
apply only to direct credits? Or, can it be 
that the Committee intended that a prin- 
ciple may be violated through the expedi- 
ent of using a contra account? If the latter 
is the case, then D-3 which states that 
“Reserves set aside to indicate the manner 
in which profits have been invested or to 
reflect contingencies are subdivisions of 
earned surplus and should not be used for 
the absorption of expenses or losses, or for 
the writedown of tangible or intangible 


The Accounting Review 


assets’”’ may also conveniently be avoided 
by charging the expenses, losses and write. 
downs to contra accounts to the reserves 
and not to the reserves themselves. Such 
a procedure opens up a host of possibilities, 
Mr. Committee, are unallocated reduc. 
tions, reductions recorded in contra ac- 
counts, reductions or not? If they are, will 
you change the last statement in D-2, or 
will you change D-7? 

(18) One final parting shot. In the prefa- 
tory note the Committee states that “So 
many vital decisions of business and gov- 
ernment depend on the interpretation of 
such statements (accounting statements) 
that they have come to be of prime eco- 
nomic and social significance.”’ In their 
article on “Accounting, Reports to Stock- 
holders, and the S.E.C.’* Kaplan and 
Reaugh state that “The balance sheet is a 
highly technical document... of rela- 
tively small value to those who buy or sell 
securities,’ that ““The accountant’s func- 
tion in a business enterprise is the rather 
narrow one of reflecting the interests of the 
owners and management’”® and “. .. ac- 
counting rules designed to serve the inter- 
ests of management in private business 
may reflect, inadequately and unfairly, the 
interests of employees, consumers, and the 
public in the enterprise... Keynes 
holds that one of the causes of the malad- 
justed economic conditions existing in the 
world from 1929 on rests in the fact that 
businessmen are accounting minded rather 
than truly socially minded. MacNeal holds 
to the “ . . . conclusion that the great ma- 
jority of contemporary certified financial 
statements must necessarily be untrue and 
misleading due to the unsound principles 
upon which modern accounting methods 
are based.” In his article on ‘The Influ- 
ence of Accounting in the Development of 

3 ACCOUNTING REVIEW, Sept. 1939. 

* Ibid., p. 205. 

* Ibid., p. 235. 

1’ Truth in Accounting, p. VIII. 
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an Economy’’* May credits much of the 
rapid development of our economy to a 
possibly false application of accounting 
principles. Take your pick, O Reader, and 
go your way rejoicing for “‘you are right 
if you think you are.” Personally, it is my 
opinion that historical accounting is a sime 
qua non of business procedure and that all 
efforts to improve it are worthy of com- 
mendation. To a considerable extent, his- 
torical accounting meets the requirements 
of income-tax procedure; it keeps proper 
records of the relations between the busi- 
ness and its customers and creditors; to a 
considerable extent it accounts for the 
manner in which hired servants perform 
the duties of their stewardship; it depicts 
the success or failure of original owners. I 
should like to see accounting expand its 
serviceability, however, by broadening the 
scope of the activities. By so doing I be- 
lieve that it can become truly worthy of 
the Committee’s assumption that it is of 
“prime economic and social significance.” 


CONCLUSION 


Possibly, many of the criticisms pre- 
sented above are ill-founded. If so, al- 


*“Tt has been said that we owe our great railroad 
facilities and the developments which they made pos- 
sible, in a large measure to unsound finance; but if it 
be held that depreciation provisions are an essential ele- 
ment of sound railroad accounting, then unsound ac- 
counting must share with unsound finance in the re- 
ey for the tremendous economic development 

t has taken place since railroad enterprises were first 
begun.” Journal of Accountancy, M 1937, p. 175. 
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though that prayer wherein we do all pray 
for deeds of mercy doth teach us also to 
render deeds of mercy, I nevertheless pray 
for mercy in spite of the fact that I have 
seen fit to grant none. Perhaps to some it 
will appear that certain of the criticisms 
are picayune and that I have been too 
severe. Remember, however, that we are 
concerned with a basic document of the 
greatest fundamental importance. In a 
sense it may be called the charter or con- 
stitution of accounting procedure. To the 
extent that it is faulty, it fails to be of as- 
sistance. No criticism, therefore, if correct, 
is either too picayune or too severe, since 
it should contribute to the attainment of 
that perfection to which worthy workmen 
should aspire. In fairness to the reader, the 
Committee, and myself I should state that 
some of the criticisms set forth above were 
presented to the Committee prior to the 
completion of the revised statement and 
were rejected. The Committee has its own 
reasons for placing the statement of prin- 
ciples in the form in which it appears. My 
desire in writing this is to place my 
criticisms in the broader record of the lit- 
erature of the field and to submit them to 
minds outside of those possessed by the 
Committee. Some of the criticisms, not- 
ably the one presented in item #14 above, 
were submitted in a previous article 
written for THE AccOUNTING REVIEW 
(December 1937). 
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ACCOUNTING THROUGH INCOME 
OR SURPLUS 


Henry SERLIN 


veloped in accounting to disclose the 
financial structure of an enterprise: 
the balance sheet which reflects the condi- 
tion of a company at a given date and the 
operating statement covering transactions 
of a certain period. The balance sheet 
offers a more static picture confined to a 
particular moment, whereas the profit- 
and-loss statement is of a more dynamic 
nature indicating changes which have oc- 
curred over a certain length of time. In 
dealing with accounting problems, differ- 
ent opinions of authorities have been ex- 
plained as the result of a “balance-sheet”’ 
viewpoint or a “profit-and-loss” view- 
point, implying a fundamental difference 
in approach.’ But the profit-and-loss state- 
ment and the balance sheet are closely 
linked by the fact that the result of the 
operations of a fiscal period, determined in 
the income statement, is transferred to the 
balance-sheet account, earned surplus. The 
balance sheet emphasizes the amount of 
surplus; the operating statement gives in- 
formation as to the source of surplus and 
the reason of changes therein.” In other 
words, the income statement serves the 
special purpose to present in more or less 
standardized form an analysis and expla- 
nation of changes in the earned-surplus 
account.® 
Interpreting the operating statement as 
a statement of income from normal opera- 
tions of a fiscal period, it is possible that 


T= BASIC statements have been de- 


1 York, “Relation of the Income Statement to the 
Balance Sheet and Earned Surplus Analysis”, Journal 
of Accountancy, January,*1941, p. 43. 

2 Hosmer, ‘““The Effect of Direct Charges to Surplus 
on the Measurement of Income”, AccoUNTING REVIEW, 
March, 1938, p. 31. 

* York, op. cit., p. 43. 


certain items may never appear in any op- 
erating statement either because they are 
not considered income from normal opera- 
tions or because they are not conceived as 
income of this period. Consequently some 
authorities‘ recommend in these cases ac- 
counting through surplus adjustments, 
whereas others,® widening the interpreta- 
tion of income, advocate that all gains and 
losses whether usual or unusual should be 
reflected in the profit-and-loss account, 
either for the year in which they occur or 
for the year in which they first are recog- 
nized as having occurred. In discussing 
this controversial question it will be'my at- 
tempt to present with a critical eye the dif- 
ferent viewpoints which have been ad- 
vanced, to explain these differences, and to 
analyze the approaches which have been 
used by the various authorities. 


SURPLUS POINT OF VIEW 


Following the historical order in which 
opinions with regard to this problem have 
developed, a school of thought which 
might properly be understood as advocat- 
ing a “surplus viewpoint,”’ will be consid- 
ered first. A number of authors try to de- 
termine those items which may properly 
be carried directly to surplus and not first 
to the income statement by an examina- 
tion of the items themselves. 

One of the principles upon which they 
base their distinction is, that any charge or 
credit which is not applicable to the period 
under review should be carried directly to 


4 Sanders, Hatfield, and Moore, A Statement of Ac- 
counting Principles, American Institute of Accountants, 
1938, p. 40 

5 Paton and Littleton, Am Introduction to Corporate 
Accounting Standards, Amerian Accounting Associa- 
tion, 1940, p. 102. 
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surplus. This presupposes that a reasona- 
bly clear line can be drawn between 
charges and credits applicable to the pres- 
ent and other periods. In general this dis- 
tinction can be made on the basis of 
familiar principles of accruals, but in some 
instances the method may lead to unsatis- 
factory results. When, for instance, intan- 
gibles, not ordinarily subject to amortiza- 
tion, are written off, it will be difficult to 
assign any portion to a particular year. 
Furthermore other difficulties may arise 
which make the feasibility of adopting the 
outlined principle doubtful. Taking the 
common example of charging off insuffi- 
cient annual depreciation, a large amount 
may have to be absorbed at the time of re- 
tirement of the asset. This will have to be 
done by a surplus adjustment because the 
amount of underdepreciation is not appli- 
cable to the period under consideration. 
Under a principle which permits charging 
to surplus amounts not applicable to the 
period under review, it is possible to in- 
crease reported net income by keeping de- 
preciation expense at a low figure and ab- 
sorbing losses later as direct surplus 
charges.’ In general terms it may be said 
that large items may be removed entirely 
from income determination and not be 
charged as expense of any period, because 
they were not set up at the time where 
they should have been accounted for, and 
are not applicable to the period under re- 
view. Thus, serious distortions of income 
become possible. 

Other adherents of accounting directly 
through surplus in specific cases, base their 
distinction on the principle of “ordinary or 
extraordinary items.”* Whereas ordinary 
items are reported in the income state- 
ment, extraordinary or nonrecurring items 
are carried directly to surplus. This princi- 


“Sanders, Comments on the Statement of Acctg. 
Principles, ACCOUNTING REVIEW, 1937, p. 77. 

" Hosmer, op. cit., p. 44. 

® York, op. cit., p. 47. 
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ple is an extension of the first one men- 
tioned. All items which are not applicable 
to a period may be considered as extraordi- 
nary. But in addition to that certain items 
of a fiscal period under review may be 
classified as extraordinary. The distinction 
between recurring and nonrecrurring items 
is indefinite and tenuous in specific cases, 
and this objection will have to be added to 
the ones previously made. 

Finally it has been advocated that “cap- 
ital gains or losses’ should be carried to 
surplus rather than to income.’ A capital 
gain may be defined as “profit upon reali- 
zation of assets otherwise than in the ordi- 
nary course of business, this profit being 
the excess of the proceeds of realization 
over the cost of the property realized.’ In 
this definition the close relationship be- 
tween this principle and the previous one 
based on the distinction of recurring and 
nonrecurring gains and losses becomes ap- 
parent." However, it seems to be some- 
what narrower in scope, limiting the 
adjustments through surplus to “capital 
items.” In the view of proponents of this 
principle there is a marked distinction be- 
tween regular income from trading, or from 
interest and rent and an “extraordinary 
capital gain” which merely has been real- 
ized in a certain year.’* Against this theory 
it has been held™ that the term capital as- 
set can hardly be used as a synonym for 
fixed assets, since current assets are as 
much “capital’’ (in the sense either of eco- 
nomic goods or of funds invested) as are 
fixed assets. Taking a loss on a fixed asset 
as an example it is said that this brings 
about a shrinkage of capital no more surely 
than does a loss of current assets. In the 
view of this school of thought it is difficult 


® Sanders, op. cit., p. 77. 
10 May, Journal of Accountancy, November, 1922, p. 


11 See Smith, ‘Capital Gains and Losses in Ac- 
counting,” AccoUNTING REvIEW, June, 1939, p. 127. 

12 Smith, op. cit., p. 127. 

18 Paton, op. cit., p. 101. 
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to see how one kind of asset loss has any 
more justification for being called a “‘capi- 
tal loss” than any other kind of asset loss. 
But even accepting the theory of the dis- 
tinction between capital gains or losses and 
others, a clear separation from ordinary 
recurring income and expenses will be 
rather difficult. If plant, a ‘capital’ in- 
vestment is sold for less than its book value 
or is written down, the nature of the loss is 
doubtful. There is an interrelation be- 
tween such losses and expenses, because if 
depreciation had been charged at higher 
rates the write-off would have been less. It 
would be quite possible under this theory 
to increase the income reported by using 
low depreciation rates and recording inter- 
mittent plant write-downs as capital 
losses.’ Similarly, in the case of invest- 
ment portfolios, losses or gains resulting 
from changes in the price of securities 
might be classified as of a capital nature 
and therefore, not as a part of the expense 
or income of the period.” 

Before turning to the theories which 
were the result of the criticism against the 
“surplus-viewpoint school” the conception 
of the income statement in the minds of 
surplus-viewpoint adherents will have to 
be presented to obtain a complete picture. 
Those who maintain that adjustments for 
prior years and capital gains or losses 
should be absorbed through a statement of 
surplus define the function of the income 
statement as to reflect the results of the 
year’s operation as truly as possible.® In 
other words, the statement indicates in 
their opinion the income attributable to a 
period. Those who put the emphasis on 
carrying ‘“‘extraordinary” items directly to 
surplus see in the income statement a dis- 
closure of ordinary income. Since ordinary 
income figures over a period of years may 

4 Hosmer, op. cit., p. 45. 

18 Hosmer, ibid. 

16 Kerrigan, “Criticism of the Tentative Statement 


of Accounting Principles,’ AccounTING REVIEW, 
March, 1941, p. 56. 
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be helpful in determining the earning 
power of a particular firm, some authors 
see the chief usefulness of the income state- 
ment in the aid it can furnish in estimating 
future income.” 


INCOME VIEWPOINT 

The basic difficulties of the various pre- 
sented surplus viewpoint theories may be 
seen in the fact that 1) the criteria for a 
distinction between income and surplus 
charges and credits leave too much room 
for interpretation and lead to vague re- 
sults, and 2) that large surplus adjust- 
ments may seriously distort the reported 
income. The first criticism is reflected ina 
view which conceives surplus as the 
“dumping ground for certain charges, a 
definite classification of which is not at- 
tempted.’’® The second criticism finds its 
expression in the statement that “‘restrict- 
ing the income statement to reporting re- 
current costs and revenues drives other 
factors affecting earnings—often of marked 
importance—into the obscurity of surplus 
adjustments.’’® To avoid these difficulties 
it has been suggested by the Executive 
Committee of the American Accounting 
Association that “the income statement 
for any given period should reflect all 
revenues properly given accounting recog- 
nition and all costs written off during the 
period, regardless of whether or not they 
are the result of operations in that period: 
to the end that for any period of years in 
the history of the enterprise the assembled 
income statements will express completely 
all gains and losses.’® This proposal is 
based on the premises that the income 
statement of a year is an historical report, 
and that it is to be purely a history of what 
has happened, it must be a complete his- 

17 Robinson, Journal of Accountancy, 1939, p. 77; 
Frank, ibid., pp. 298-300. 

18 York, op. cit., p. 46. 

19 Paton, op. cit., p. 99. 

20 ‘A Tentative Statement of Accounting Principles 


Affecting Corporate Reports,” AccouNTING REVIEW, 
1936, pp. 187-191. 
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tory. The advantage of this method is 
that income reported does not depend to so 
great an extent upon difficult distinctions 
between items applicable to one period or 
others, or between capital or other gains 
and losses. Income is no longer subject to 
varying interpretations but “net income” 
in accounting according to this principle 
means the change in proprietorship in any 
period from all causes other than new in- 
vestment by proprietors or distribution to 
proprietors and includes non-operating 
charges and extraordinary items regard- 
less of size and regardless of the period to 
which they refer." 

This point of view eliminates the unde- 
sirable result of surplus-viewpoint theories 
under which substantial amounts may be 
absorbed in surplus and never appear as a 
charge against income in any period. 

The extreme “income viewpoint” of the 
Tentative Statement, however, is modified 
by those authors who feel that there may 
be adjustments or losses so large in amount 
as to preclude their inclusion in the income 
statement of any year. One writer” sug- 
gests therefore that the requirement of 
showing the entire income history for a 
period of years be so modified as to permit 
a breaking of the historical continuity 
through the medium of an “accounting re- 
organization.”’ Thinking of an analogy to a 
legal reorganization this writer apparently 
wants to limit the historical continuity to 
the time after a large adjustment has been 
made. Another author” simply advocates 
adjustments through surplus. 

The principles brought forward in the 
Tentative Statement have been criticized 
for various reasons.” It has been said that 
the proposal oversimplifies a highly com- 


* Hosmer, op. cit., p. 47. 

Revenue and Income Principles,” 
AccounTING Review, January 1942, p. 25. 

* Stempf, “‘A Critique of the Tentative Statement,” 
AccounTING REview 1938, p. 61. 

Mautz, ‘Revising the Tentative Statement,”’ Ac- 
COUNTING REVIEW March, 1941, p. 69, 
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plex problem. It bears some evidence of de- 
ductive reasoning from premises in the 
theory of accounting rather than inductive 
reasoning by study of actual cases. This 
critic thinks in particular of the $270,000,- 
000 adjustment of the U. S. Steel Corpora- 
tion which would have resulted in an 
enormous net loss if the adjustment had 
been made through the income statement, 
and the author feels that in such cases an 
inclusion into the profit-and-loss statement 
would distort income. Thus, he concludes 
that to the extent that the problem is 
oversimplified the principle is weakened 
as a guide of action. 

A second criticism against the sweeping 
proposal of the Tentative Statement is 
that the principle is too rigid; it does not 
allow sufficient flexibility in meeting 
changing conditions confronted by an en- 
terprise. 

Finally the same author concludes that 
adherence to the principle results in but a 
partial solution of the problem, which is to 
measure the income attributable to a pe- 
riod. Simply to load the income statement 
of a period with all charges and credits 
taken up in that period would not add to 
the accuracy of measuring the income of 
that period.” 

A critical analysis of these objections 
can only be made after valid approaches 
have been found to come to a satisfactory 
solution of the problem. To accept the 
criticism as it stands would lead back in 
many cases to surplus adjustments and 
would result in the same difficulties which 
have been treated in connection with the 
surplus viewpoint. 

APPROACHES TO A SOLUTION 

The first question which suggests itself 
and which may help in determining an ap- 
proach to the problem is how these two en- 
tirely different schools of thought could 


% Hosmer, op. cit., p. 49. 
%* Hosmer, op. cit., p. 50. 
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develop. The history of accounting may 
furnish us a part answer. American ac- 
counting was originally carried on by 
British practitioners and therefore was 
subject to British tradition and influence.” 
Broadly speaking the “surplus viewpoint” 
may be identified with English thinking, 
whereas the income viewpoint school rep- 
resents modern American thought. There 
is a marked difference between British and 
American popular concepts of capital and 
income which may explain the different ac- 
counting methods. The British generally 
look upon capital as something to use in 
producing income; an American looks upon 
capital as something to be increased.”* In 
America we say a person is worth so many 
dollars (wealth) but in England he is 
worth so many annual pounds (income). It 
has been said that in the U. S. we think in 
terms of capital value while the British 
think in terms of annual income.” The na- 
tural outgrowth of the British conception 
is that the profit-and-loss statement should 
only show the results of ordinary opera- 
tions for the year. Any extraordinary gains 
or losses or transactions in capital assets 
are entirely distinct from the profits for the 
year.*® In a young and expanding country 
as the United States great opportunities 
were offered to enterprising individuals in 
appropriating or trading in capital assets. 
Business methods were less conservative 
and not as slow-moving as in England, and 
property changed hands more easily. 
Therefore it has been natural here for the 
popular conception of income to include 
capital gains, and American courts have 
repeatedly refused to make any distinction 
between capital gains and other profits so 
long as they were realized. 

Using the historical approach, an argu- 


27 Smith, At cit., p. 131. 

28 Ibid., 

May, Value and Income,” 
Journal of Accountancy, February, 1936, p. 9 

%® Rowland, Principles of Accounting (1934), p. 92. 

31 Smith, op. cit., p. 133. 
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ment in favor of the income viewpoint 
school may be seen, because accounting in 
America should be based on American con- 
cepts and conditions, not on conditions or 
traditions elsewhere. But a sound judg- 
ment of the problem will have to take ac. 
counting principles into consideration, and 
the criterion of history alone is not enough 
to form an adequate opinion. 

It has been argued that the decision of 
whether certain items should be included 
in the income statement or should be car- 
ried directly to surplus is ‘‘a matter to be 
determined by sound business judgment, 
made upon all the facts of the particular 
case and guided by the principle of con- 
servatism.** Another author® thinks that 
the question comes down to a “nice bal- 
ancing on the basis of informed judgment” 
and finally it has been suggested that the 
decision depends in the last analysis on 
which procedure, over a term of years and 
in view of all the interests affected, will 
give the soundest and most accurate ree- 
ord of the results achieved in the conduct 
of a business. In other words, the policy of 
a corporation should depend on the effects 
of that policy on the interests of all per- 
sons and groups concerned.* 

The common denominator in these 
three viewpoints is that the decision has to 
rest on the individual case and will be 
made on the basis of individual judgment. 
This raises the fundamental question of 
whether the individual opinion or a uni- 
form rule should be the principle on which 
accounting methods should be based. The 
importance of this problem has been recog- 
nized by one author® who understands the 
two possible ways as the common-law ap- 
proach as opposed to the civil-law ap 
proach. Whereas under the former a deci- 
sion is reached by a consideration of 


2 Sanders, Hatfield and Moore, of. cit., p. 38. 
* Dohr, op. cit., p. 27. 
Hosmer, op. cit., p. 54. 

% Dohr, op. cit., pp. 19-21. 
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specific facts of an individual case and may 
be used as a precedent in a similar situa- 
tion later on, the civil law constructs a 
system of rules that cover the entire filed. 

In our particular case the surplus view- 
point can be identified with the common- 
law way of thinking, whereas the income 
viewpoint, claiming categorically that all 
gains and losses should be reflected in the 
income statement resembles more the civil- 
law approach. According to Dohr* each 
method has its advantages and disadvan- 
tages. The code system has the appeal of 
symmetry and completeness, but it runs 
the risk of ignoring the consequences of its 
rules as applied in specific factual situa- 
tions. The common-law method on the 
other hand is more apt to be closely re- 
lated to specific facts and is therefore more 
easily applied in practice, but it runs the 
risk of failure in coordination. 

It seems that the solution of the prob- 
lem will depend on the reaction of an in- 
telligent reader to the financial statements 
constructed under the different methods. 
In an interesting study by Greer* in which 
this problem plays its part the published 
financial statements of 18 corporations 
over a period of 9 years were taken, and all 
charges and credits to surplus or corre- 
sponding items which appeared in the 
profit-and-loss statements were analyzed. 
Using the most conservative possible 
treatment the aggregate profit of the com- 
panies would have amounted to $98,0U0,- 
000, and the most liberal treatment would 
have resulted in an aggregate stated profit 
of $218,000,000. The actual profit shown 
by the published statements of the com- 
panies was $185,227,000. If arbitrary cri- 
teria consistently applied may lead to profit 
showings which differ in a ratio of more 
than 2:1, the necessity of uniformity in 


* Ibid. p. 21. 

"Greer, ‘Application of Accounting Rules and 
Standards to Financial Statements,’’? ACCOUNTING RE- 
view, December, 1938, p. 33. 
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principles becomes apparent. The most in- 
telligent reader of a statement will not 
know what a profit figure means if the se- 
lection of principles is left to the discretion 
of the individual accountant. If on the 
other hand uniform treatment takes the 
place of individual decisions of experts, a 
profit figure will assume a much more defi- 
nite meaning. The lack of confidence in 
present financial statements even though 
audited and certified to by public account- 
ants may be demonstrated by a statement 
in “The Agricultural Situation” published 
by the U. S. Department of Agriculture; it 
reads in part: “It should also be pointed 
out that because of differences in account- 
ing practice as well as in the methods used 
by the corporations in evaluating their as- 
sets, the earning data given here cannot be 
used to indicate that profits in any given 
food industry are either reasonable or un- 
reasonable as of a given time.**® In other 
words, one cannot safely rely upon pub- 
lished financial statements, though they 
may have been audited by certified public 
accountants, when the principles applied 
differ in each case, or lead to different re- 
sults. 

The recognition of the paramount im- 
portance of a workable rule to obtain uni- 
formity in income reporting will help us in 
refuting some of the criticism which has 
been advanced against the income view- 
point. As previously mentioned, some writ- 
ers regarded the provision of the Tentative 
Statement to have the income statement 
reflect all gains or losses regardless of the 
period in which they occurred as “too 
rigid.” But this criticism is only valid if it 
is accompanied by a suggestion as to what 
the proper qualifications ought to be.*® 
Whenev uniformity of income reporting 
is accepted as the criterion, criticism can 
only lead to a refinement of the rule by an- 
other one. At least the basic principle of 


38 Greer, op. cit., p. 339. 
39 Greer, op. cit., p. 344. 
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the income viewpoint seems therefore 
sound. 

The other objection that the Tentative 
Statement “oversimplifies’” the problem 
can be met on the same grounds as the 
previously mentioned criticism. Against 
the view that such large adjustments as 
the $270,000,000 item of the U. S. Steel 
“distort” the income of a period, it may be 
pointed out that distortion is something 
which depends on the point of view. The 
doctrine of distortion ofthe final figure 
usually assumes smooth regularity to be 
the natural phenomenon. Yet there is just 
as much justification for considering ir- 
regularity of the final figure as normal in 
which case “smoothed regularity’ would 
be the distortion.” If anything is distorted 
at all, it is only an ill-defined income con- 
ception, based on the “nice balancing on 
the basis of informed judgment.” This 
doctrine neither explains whose judgment 
should be taken as a guide nor when it is 
informed nor what nice balancing means. 
Considering these arguments the clearly 
defined income concept of the Tentative 
Statement cannot be regarded as distorted. 

But the concept of uniformity of income 
reporting gives only the frame for a finan- 
cial statement. It will have to be supple- 
mented by other principles so as to make 
the construction of a definite form possi- 
ble. 

It seems that the requirement of a full 
disclosure** may be accepted as an ade- 
quate guide. In recent literature* it has 
been emphasized however, that one state- 
ment cannot possibly satisfy the divergent 
interests of management, creditors and in- 
vestors, and a “single purpose statement” 


Littleton, “Integration of Income and Surplus 
Statements,” Journal of Accountancy, January, 1940, 


p. 

4 Dohr, op. cit., p. 27. 

a Broad, “The ‘Capital Principle,” AccouNTING RE- 
VIEW, January _s co 35; Kerrigan, op. cit., p. 63; 
Hosmer, op. cit., 

Brink, “Need = a “‘Single-Purpose Statement,”’ 
Journal of "Accountancy, Apri] 1940. 
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is advocated. But it seems that neither 
principles nor forms of such a statement 
are sufficiently clearly established as to use 
it for the construction of a statement in our 
case. 

A full disclosure of facts will have to 
take the interdependence of the balance 
sheet and the profit-and-loss statement 
into consideration. Our surplus and income 
viewpoint theories advocating adjustments 
either through surplus or through the 
operating statement reflect the sharp dis- 
tinction which is still maintained. But as 
has been said, “‘an income statement links 
the balance sheets as of the beginning and 
end of a period, and a balance sheet links 
the income statements of one period with 
that of the next.’“* Whether we accept this 
formulation or not, the general idea behind 
it, the emphasis on the close relationship 
between the balance sheet and the profit- 
and-loss statement seems valid. The logi- 
cal result of this approach will be to com- 
bine the items which link the balance sheet 
with the income statement. 


THE INTEGRATED STATEMENT 


Our critical analysis of principles has led 
us to a form of statement which the Com- 
mittee on accounting procedure of the 
American Institute of Accountants has de- 
veloped in the Accounting Research Bulle- 
tin No. 8. It is either called a ‘‘combined 
statement of income and earned surplus” 
or an “integrated statement of income and 
earned surplus.’ Among the proponents 
of this statement two groups tending more 
to the income or surplus viewpoint may be 
distinguished. One possible form would 
show (1) the beginning earned surplus and 
the adjustments made in it on account of 
previous periods, (2) the income account in 
its present general form, followed by (3) a 
section displaying transfers between earned 


“ Kerrigan, op. cit., p. 64. 
See Journal of Accountency, July 1941, pp. 52-54). 
6 Littleton, op. cit., p. 34. 
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surplus and other net-worth accounts, and 
finally (4) the distribution made to stock- 
holders and the amount of the closing 
earned surplus.*? 

Another suggestion divides the state- 
ment into operating, income, and surplus 
division.“* In this and similar proposals, 
particular emphasis is placed on a careful 
separation of the operating from the non- 
operating (income) section which should 
include capital gains and losses and extraor- 
dinary credits and charges resulting from 
income realization and cost amortization 
not connected with the operations of that 
period.*® Thus, it is apparent that in spite 
of the fact that the income viewpoint has 
been considered rigid, attempts are made 
to determine which part of the income ap- 
plies to the period. With that, the last 
criticism which has been advanced against 
the income viewpoint—that it does not 
add to the accuracy of measuring the in- 
come of a period—stands refuted. It has to 
be admitted, however, that the differentia- 
tion between the operating and nonoperat- 
ing section in the integrated statement 
brings up the same difficulties which the 
surplus viewpoint school had to face.*° But 
in an integrated statement this problem 
loses some of its importance because 
wherever adjustments are made, they will 
appear in the same statement. 

It remains to evaluate the advantages 
and disadvantages which will result from 
the use of an integrated statement. Under 
the surplus viewpoint certain charges or 
credits are made directly into earned sur- 
plus. There is a danger that unless balance 
sheet and income statement are closely 
connected such charges will be overlooked 
or at least not given full weight in any at- 


"York, op. cit., p. 45. 

® Daniels, op. cit., p. 48. 

“ Tentative Statement, Principle No. 9; Hatfield, 
Sanders and Moore, op. cit., p. 27. 

“One author wants to classify items according to 
their relation to the “main operations” of a concern; 
see Kerrigan, of. cit., p. 63. 
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tempt on the part of the reader to compute 
a company’s long run income or its income 
earning capacity." The combined state- 
minimizes this disadvantage. It may further 
be considered superior to the income state- 
ment of the income viewpoint school be- 
cause the inclusion of the item earned 
surplus makes a fuller disclosure possible 
and gives the reader of the combined 
statements of a company a full and con- 
tinuous history of the organization without 
further additions or subtractions. 

In emphasizing the overall result of op- 
erations, the integrated statement coun- 
teracts the tendency to exaggerate the 
significance of the ‘“‘net income”’ for a sin- 
gle year. The final figure of income state- 
ments is regarded by many people as a 
fully established fact. They do not know 
or forget that in spite of the refinement in 
the science of accruals and deferments the 
“net income” is at best a close approxima- 
tion of the true result. The integrated 
statement by including unusual or capital 
gains and losses and corrections of past pe- 
riods reveals the estimate character of 
periodical financial reports.** 

It may further be said that the com- 
bined statement constitutes a synthesis of 
the two opposing theories which have been 
presented. Whereas under the surplus or 
income viewpoint theory a decision re- 
sulted in accounting through either one of 
two separate statements, the “integrated” 
solution reduced the controversy to a 
problem of inclusion of the item under a 
different heading in the same statement. It 
is no matter of vital concern whether an 
item is included in the “nonoperating” 
section or under the heading ‘surplus ad- 
justments.” 

The strongest objection against the use 
of integrated statements has been raised on 
the grounds that the net income figure for 
the year will occur somewhere in the mid- 


51 Accounting Research Bulletin No. 8 
52 Littleton, op. cit., p. 34. 
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dle of the statement and not at the end.* 
It is claimed that the “man in the street” 
might use the wrong figure in capitalizing 
net income to determine the value of an 
enterprise. But more errors of judgment 
would probably rest upon neglect to note 
the significance of nonrecurring items 
than from possible inadvertent overempha- 
sis in considering them.” The decision to 
invest money requires a certain intelli- 
gence, and to the intelligent reader the in- 
tegrated statement will be of help because 
it indicates that the net income figure is 
not beyond recall. If the intelligence to 
recognize that is lacking, no better results 
will be obtained by the use of a noninte- 
grated income statement. If the investor 
has no basic understanding of the sig- 
nificance of a net-income figure or adjust- 
ments, he should better leave the interpre- 
tation of financial statements to a skilled 
accountant or investment analyst. For 
those the combined statement constitutes 
a convenience. The integrated statement 
will have to be arranged however in such 
a way as to make the net-income figure for 
the year unmistakably clear. If this is done 
a comparison of successive periods will be 
easily accomplished and comparability is 
not destroyed as some critics claim. 
Finally it may be objected that adjust- 
ments clearly labeled as corrections may be 
construed as unfavorable reflection against 


53 Research Bulletin No. 8. 
Littleton, ibid. 
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well-intentioned management. But only 
errors which were conceivably avoidable 
by better foresight or different policies 
would be a reflection upon management. 
No one can reasonably expect management 
to be clairvoyant and infinitely wise. 

Fully aware of the fact that the inte- 
grated statement does not solve entirely 
satisfactorily the problem of income de 
termination or reporting, it has to be con- 
ceived as an improvement as compared to 
the methods used before. This seems to be 
recognized in the accounting profession, 
because a growing number of concerns 
uses an integrated statement for income re- 
porting. It has been said that integrated 
statements have been used in a few in- 
stances since 1912 or earlier, that a few 
companies began this practice between 
1918 and 1924 and that among a limited 
number of companies 9 made such reports 
between 1925 and 1929 and 10 between 
1930 and 1937.% 

In a more extensive survey covering 500 
corporations, the substantial use of inte- 
grated statements in 1938 and 1939 is re- 
vealed.*” 

It may be expected that because of its 
advantages the use of the integrated state- 
ment will increase substantially in the fu- 
ture. 


55 Littleton, op. cit., p. 34. 
Littleton, ibid. 
57 See Journal of Accountancy, July, 1941, p. 53. 
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WHAT IS A SECURITY? 


RICHARD N. OWENS 


HE SALE of securities was brought 

more firmly under the control of the 

Federal government by the Securi- 
ties Act of 1933 which was designed to pre- 
vent fraud in the sale of securities and to 
require the disclosure of all material facts 
in connection with their sale. However, the 
definition of a security was not easy, for to 
broad a definition would have brought un- 
der the requirements of the Act many 
types of business transactions which were 
already regulated by the banking laws and 
other acts or which possibly did not re- 
quire government control, while too nar- 
row a definition would have enabled un- 
scrupulous security dealers and fraudulent 
agents to continue their activities without 
restraint. This they could do by changing 
the form of their contracts. 

By 1933 the experience of the states with 
their blue-sky legislation and also of Great 
Britain and certain other countries had 
disclosed many of the methods used by se- 
curity swindlers in evading the law, but ex- 
perience had also shown ways of finding 
and plugging the loopholes. In order that 
certain methods of evasion might be pre- 
vented and all types of investment con- 
tracts might be included within the scope 
of the Act, a broad definition of a security 
was adopted. In fact, the definition is broad 
enough to include such contracts as a deed 
to real estate or a certificate of member- 
ship in a society if such a document is used 
for investment purposes. The definition! is 
as follows: 

“The term security means any note, 
stock, treasury stock, bond, debenture, 
evidence of indebtedness, certificate of in- 
terest or participation in any profit-sharing 
agreement, collateral trust certificate, pre- 
organization certificate or subscription, 

Sec. 2(1). 


transferable share, investment contract, 
voting-trust certificate, certificate of de- 
posit for a security, fractional undivided 
interest in oil, gas, or mineral rights, or in 
general any interest or instrument com- 
monly known as a security, or any certifi- 
cate of interest or participation in, tem- 
porary or interim certificate for, receipt of, 
guarantee of, warrant or right to subscribe 
to or purchase, any of the foregoing.” 

The effect of this broad definition is 
somewhat limited by certain specific ex- 
emptions. One of the most significant 0: 
these is “‘any note, draft, bill of exchange, 
or bankers’ acceptance which arises out of 
a current transaction or the proceeds of 
which have been or are to be used for cur- 
rent transactions, and which has a matur- 
ity at the time of issuance of not exceeding 
nine months.’”? 

In the enforcement of the provisions of 
the Securities Act, the use of a wide variety 
of types of instruments and contracts has 
been disclosed. Many of these instruments 
are of old and familiar types, while some 
appear to have been expressly designed in 
an attempt at evasion of the law. The il- 
lustrations cited here are those which have 
been considered in cases arising under the 
Securities Act and decided by the courts. 
Most of them have been reported only in 
releases of the Securities and Exchange 
Commission. 

Among the more common instruments 
which have been held to be securities are 
certificates in a trust estate.* Such certifi- 
cates, though legally very different from 
corporate stock, are in practical effect very 
similar to shares of stock. The trust is not 
incorporated, but the shares are transfera- 


2 Sec. 3 (a) (3). 
3 Release No. 2792, March 6, 1942. All releases re- 
ferred to in this paper are Securities Act releases. 
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ble and the holders of the shares look upon 
their holdings as investments. The trust, 
sometimes designated as a business trust, 
Massachusetts trust, or common law trust, 
is in many other respects, especially for 
tax purposes, treated at law as a corpora- 
tion. 

If the stockholders of a corporation per- 
mit of a voluntary assessment on their 
stock, the receipts for monies paid may be 
considered as securities.* Similarly, a cor- 
poration which before maturity date of its 
outstanding convertible certificates offered 
the certificate holders new certificates with 
a new maturity date, was held to have is- 
sued new securities.° This was true even 
though new certificates were not issued but 
the terms of the agreement extending the 
maturity date were stamped on the face of 
the old certificates. This stamped certifi- 
cate, said the court, “serves all of the pur- 
poses of the old bond or debenture and is a 
security.” 

Another widely used investment medium 
is an interest in a lease on property al- 
leged to contain oil, gas, or other minerals. 
Where such certificates are sold, the in- 
vestors supply the funds to do the drilling, 
the prospecting, or the developing, and 
each investor receives a certificate repre- 
senting a fractional undivided interest in 
the lease. The profit from the operation of 
the well or mine is expected to repay the 
investor for the use of his funds. Even 
though such ventures are not incorporated 
the fractional interests are uniformly held 
to be securities.® 

Personal loans to individuals have been 
held to be securities where a large number 
of such notes were issued and the maturi- 
ties were not of an early date.’ In these 

* Release 1993, June 22, 1939. 

5 S.E.C. v. Associated Gas and Electric Co. 24 Fed. 
Supp. 899 (1938). Affirmed in 99 Fed. (2d) 795 (1938). 

® Release 1898, Feb. 23, 1939; Release 2045, Aug. 30, 
1939; Release 2391, Nov. 9, 1940; Release 2684, Oct. 8, 


1941; Release 2682, Oct. 7, 1941. 
— 2367, Oct. 3, 1940; Release 2273, June 5, 
1940. 
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cases the loans were ostensibly made to the 
officers of the company, though actually 
the loans were to the corporation. Needless 
to say, in cases where such notes were not 
registered under the Securities Act and the 
Commission found it necessary to take 
legal action, the notes were fraudulent and 
involved the purchasers in losses. 

A more ingenious device is that of offer- 
ing to the public a chance to speculate in 
the grain or securities markets by deposit- 
ing funds with the person who manages a 
speculation. In such cases, the person 
claiming to have a certain skill in inter- 
preting trends in the market solicits funds 
and issues to each contributor a contract 
under whose terms the earnings on the 
money supplied are to be divided in a cer- 
tain ratio. The contract also provides that 
losses are to be sustained solely by the pur- 
chaser of the contract. The funds supplied 
by the various purchasers are commingled 
in one or more bank accounts in the name 
of the manager of the speculation. Such 
contracts are securities within the meaning 
of the Securities Act and are subject to its 
registration requirements.® 

An even more ingenious type of contract 
is illustrated by the “purchase and ranch- 
ing agreements” executed by a fur farm. 
These contracts provided for the purchase 
and sale of a pair of foxes and for the 
ranching of the foxes at a fur farm.’ When 
the contracts were first used, they pro- 
vided that the foxes would be pooled in 
units and that the proceeds from the sale of 
the offspring of each group of foxes would 
be distributed pro rata among the pur- 
chasers of the foxes. As a further refine- 
ment, however, the later contracts pro- 
vided that the foxes would be ranched at a 
designated cost per year and that the farm 
would provide tattoo identification for the 
foxes purchased and would furnish to each 


8 Release 2186. Feb. 21, 1940; Release 2208, March 
13, 1940; Release 2762, Jan. 19, 1942. Also S.E.C. 0. 
Wickham, 12 Fed. Supp. 245 (1935). 

® Release 2399, Nov. 20, 1940. 
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purchaser the serial number of the pen in 
which the purchaser’s foxes would be kept. 
They also provided thta the purchaser 
might have actual delivery of his foxes 
upon payment of the accrued charges. The 
fur farm agreed to sell the offspring or 
pelts produced by each pair of foxes and to 
pay the purchaser of the contract the pro- 
ceeds of sales less ranching costs and the 
expenses of sale. The fur farm further 
guaranteed that each purchaser’s foxes 
would produce during the year following 
the date of the agreement a minimum of 
three pups per year and that if this num- 
ber of pups was not produced the fur farm 
would supply sufficient pups to make up 
the minimum. It also agreed to replace all 
losses of breeding foxes due to death, theft, 
or escape. 

Although the fox-ranching agreements 
were in form contracts for sale and ranch- 
ing of foxes, the court® held that they were 
regarded by the contracting parties as in- 
vestments and were in fact securities. The 
court pointed out that the purchasers of 
the foxes were not hoping by their own ef- 
forts to better themselves by managing the 
foxes but that they hoped for a certain sum 
of money to become part of a business 
venture in which they were to receive a 
share in the profits. They were investors 
because the transaction contemplated the 
conduct of a business enterprise by others 
than the purchasers with the purchasers 
sharing only in the profits. While the con- 
tract of sale granted the purchaser the 
right to take actual delivery of the foxes, 
the purchaser did not enter into the ven- 
ture with the idea of taking possession of 
the foxes and in fact no purchaser ever 
asked for delivery. Moreover, the litera- 
ture used in soliciting contracts stressed 
the facilities of the ranch and the experi- 
ence of the men in charge, thus implying 
that the successful breeding of foxes re- 
quired equipment and skill which the 


” District Court, Southern District, New York. 
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purchasers of the contracts could not hope 
to acquire. Of further significance was the 
fact that it was not necessary for a pur- 
chaser to buy a pair of foxes but that he 
could buy only one fox if he so desired. 
Since the contract was actually an invest- 
ment medium, it was a security. 

Other contracts providing for the sale of 
a share of the profits of a business which 
have been held to be securities include 
contracts entitling the purchaser to a par- 
ticipation in profits accruing or expected to 
accrue from the exploitation of patents on 
fabricated steel, bullet-proof armor, and 
other patents." Also agreements whereby 
a person contracted to pay the “unit hold- 
ers” supplying the funds fifty cents for 
each barrel of oysters harvested and sold, 
have been held to be securities.’* Whisky 
warehouse receipts, sold under the name 
of “Income and Resale Contracts,” and 
promising that the purchasers would re- 
ceive an income of $1 per month for every 
barrel of whiskey covered by the receipts, 
have been held to be securities.” Contracts 
for the sale of oil where the intent was not 
to deliver oil but to pay the cash proceeds 
of the sale of oil to others, are another 
variation of this type of contract.” Still 
pending is an indictment against a number 
of individuals for making contracts for the 
sale of automatic vending machines with- 
out registering the contracts under the Se- 
curities Act. These agreements contained 
clauses providing for lease-back arrange- 
ments under which the original owners 
would place the machines on location and 
pay twenty per cent of the gross income or 
not less than $5.00 per machine each month 
to the investor. 

The sale of securities has also been dis- 


11 Release No. 2189, Feb. 24, 1940. 

12 District Court, Southern District of Florida, May, 
1936 (unreported). 
13 Release 2778, Feb. 12, 1942. 

M4 S.E.C. v. Crude Oil Corporation of America, 17 Fed. 
Supp. 164 (1936). 
45 Release 2779, Feb. 4, 1942. 
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guised as memberships in a society which 
in turn agreed to use the membership fees 
in profitable enterprise. To illustrate, the 
Universal Order of Plenocrats solicited 
memberships to procure funds for the op- 
eration of farms. The society represented 
to its prospective members that all chance, 
risk, and loss were eliminated under its 
system and that a thirty per cent annual 
increase was not too much to expect. 
Members in the Association were to pay 
either lump sum contributions ranging 
from $100 to $6,000 or monthly contribu- 
tions of $1 to $25 for a period of five years. 
After an injunction had been issued pro- 
hibiting further solicitations of member- 
ships, sales of such securities were con- 
tinued under the guise of “Applications 
for Demonstrations in Nature.” These con- 
tracts were also held to be securities. 
Another attempt to conceal the nature 
of the securities transaction was through 
the sale of “ship shares,” constituting in- 
terests in certain fishing vessels. Each 
share was sold at $1,000, and pending the 
construction of new boats, the prospective 
purchasers were offered temporary inter- 
ests or shares in existing ships in order that 
they might receive an immediate return 
on their investments.” The defendants 
alleged that the interests could not be con- 
sidered securities because first, the securi- 
ties Act, in its definition of a security, does 
not mention ship shares, second, no instru- 
ments evidenced the shares in the boats to 
be built, and third, the transaction was 
only a sale of property since the contract 
was the ordinary bill of sale as prepared by 
the Bureau of Marine Inspection and 
Navigation. The court,’* in holding that 
the ship shares were securities, pointed out 
that the shares carried with them the 
right to the receipt of profits by the 


16 Release 2140, Jan. 10, 1940; Release 2247, May 2, 
1940. Also Fourth Annual Report of S.E.C., 1938, p. 53. 

17 Release 2255, May 7, 1940; Release 2594, June 24, 
1941; Release 2303, July 20, 1940. 

18 District Court, Boston, Mass. 
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prospective purchasers through efforts 
other than their own and involved the ip. 
vestment of money with the expectation 
of profits through the efforts of other 
persons. 

Sometimes a contract which is in form 
a sale of real estate may constitute a se. 
curity. Cemetery lots have been sold to 
persons having no intention of using them 
for burial purposes but intending to resell 
them at a profit.!® Such lots have been sold 
to purchasers in large quantities on an in- 
vestment basis on the representation that 
cemetery lots constituted a sound invest- 
ment because they were free from taxes, 
assessments, seizure, and upkeep and were 
a hedge against depression, inflation, and 
war. Lots would be accepted for resale at 
double the purchase price or more. Since 
the lots were sold on an investment basis, 
the transaction was a sale of securities. 

A further development in the use of the 
contract of sale of land as a security is to 
accompany it with another contract for 
the development of the land. Thus, con- 
tracts for the sale of land in Florida were 
sold along with contracts for the operation 
and development of the land as a tung 
grove for the production of tung oil.” 
These contracts included an ordinary deed 
or contract of purchase in which the seller 
agreed that if the purchaser made the pay- 
ments therein specified constituting the 
purchase price, the seller would convey by 
warranty deed unincumbered the lands 
therein described. At the same time a sep- 
arate development contract was executed 
between the purchaser and the developing 
company or individual, which provided 
that the company would develop the 
grove, market the tung oil, and pay the net 
profit to the purchaser. In holding these 


contracts to be securities, the court”! said. 


19 Release 2660, Sept. 16, 1941; Release 2820, April 
16, 1942. 
in Release 2658, Sept. 16, 1941; Release 2704, Nov. 6, 
1941 
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What Is a Security? 


that what the defendants were really of- 
fering and what the average purchaser was 
really buying was not land for its intrinsic 
value but a producing tung grove as a 
source of income without which he would 
not be interested in purchasing the land. 
Purchase of land, continued the court, was 
merely the conduit by which the invest- 
ment was accomplished. Although the pur- 
chasers became the owners of land in fee 
simple and were entitled to possession, the 
right was more colorable than real, and it 
was not practicable or even contemplated 
that the purchasers living in distant places 
should come to Florida and take possession 
of the small tracts. Therefore, the con- 
tracts were securities. 

Similar to the tung-grove contracts are 
the installment contracts and profit-shar- 
ing agreements in connection with the 
development of a pecan orchard.” Persons 
selling the contracts represented that they 
would undertake to plant, develop, main- 
tain, and market the pecan crops for in- 
vestors for one-eighth of the net value of 
the crop, seven-eighths to be paid to the 
purchasers of the contracts. Like the tung- 
grove contracts, the pecan profit-sharing 
agreements were held to be securities.* 

The review of the foregoing cases indi- 


-cates that the definition of a security in 


the Securities Act is a very broad one. In 
fact there seem to be only two essential 
features of a security. One feature appears 
to be that the purchaser does not con- 
template taking possession of the property 
but is desirous only of the income from it. 
This point has been emphasized in many 
of the decisions referred to. As the court 
said in the decision concerning the fox- 
ranching agreements: 

“The purchasers were not hoping by 
their own efforts to better themselves with 
the foxes purchased, but for a certain sum 


ene 2688, Oct. 16, 1941; Welease 2756, January 


® District Court, Oklahoma City. 
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of money to become part of the business 
venture in which they were to reap a share 
in the profits of proceeds. They were in- 
vestors. The transaction contemplates the 
conduct of a business enterprise by others 
than the purchasers, the profits or pro- 
ceeds of which the purchasers were to 
share.” 

A second essential feature appears to be 
that a large number of similar contracts be 
issued. The sale of a single piece of land or 
a single pair of foxes, for example, would 
probably not be called the sale of a secur- 
ity even though the contract called for the 
management of the property by the seller. 
But if a great many such contracts are 
made with identical provisions and the 
prices received for them are the same or 
almost the same, the presumption that the 
form of the contract has been devised to 
evade the provisions of the Securities Act 
becomes very strong. In that case the 
courts are likely to hold that the contract 
is a security. 

Certain characteristics which are com- 
monly associated with a security are in 
fact not necessary to make the contract or 
instrument a security. The following are 
the most important: 

1) The issuer does not need to be a cor- 
poration. He may be an individual, a 
group of persons, a partnership, or an of- 
ficer of a corporation. 

2) The contract is not necessarily either 
a bond or a share of stock. Legally it may 
take the form of a promissory note, a re- 
ceipt for money or possibly property paid, 
a statement imprinted upon an old cer- 
tificate by means of a rubber stamp, a 
contract of purchase and sale, a deed to 
real estate, a profit-sharing agreement, a 
management contract, or a certificate of 
membership in a society. This list is not 
necessarily exhaustive. 

3) Provision for repayment of the sum 
paid by the investor or for the redemption 
of the security is not necessary. 
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The foregoing discussion has reference 
only to the definition of a security for pur- 
poses of the Securities Act. It has no bear- 
ing upon limited liability theory of the cor- 
poration and it throws no light upon the 
question whether a given security holder 
would be considered a creditor or part 
owner. Neither does it indicate whether a 


contract would be considered a securi 
for tax purposes, such as the stock-transfer 
tax. It shows only that the protection of 
the investor requires an extension of the 
Securities Act to a wide variety of trans- 
actions and that such an extension has 
been made. 
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THE ACCOUNTING EXCHANGE 


THE COST FORMULA 


Early text books on cost accounting 
commonly carried a graphic presentation 
of what was known as the cost formula 
(Figure 1). The formula was stated in a 
series of propositions as follows: 


(1) Material cost plus labor cost equals 
prime cost. 

(2) Prime cost plus manufacturing ex- 
pense equals cost to make. 

(3) Cost to make plus selling expense 
equals cost to make and sell. 

(4) Cost to make and sell plus desired 
profit equals selling price. 


These propositions and the figure repre- 
senting them have almost vanished from 
recent accounting literature, but occa- 
sionally they do reappear. It is because of 
such reappearances that this critique is 
presented. 

The earliest attacks on the formula were 
made by accountants with a economic turn 
of mind who insisted that few manufac- 
turers were so fortunate as to be able to es- 
tablish the selling price of their products 
by adding the desired profit to their pe- 
culiar costs to make and sell. These ac- 
countants regarded it as axiomatic that 
selling prices were generally determined in 
a market, and that profits emerged if the 
market determined selling prices were in 
excess of the total costs.! 

To refer to factory overhead, burden, or 
indirect manufacturing cost as manufac- 
turing expense, as is done in the second 
proposition above, has given rise to con- 
siderable protest. Howard Greer, while 
himself sometimes referring to these costs 
as manufacturing expense, recognizes that 
the title is a misnomer when he says, “Not 
until goods are finally sold in any expense 


' For an early expression of this view see N. A.C. A. 
Bulletin, Vol. I, No. 1, September 1, 1923. 


[in the sense of a charge against revenue] 
recognized in the accounts.’? Professor 
Paton says, “It cannot be too roundly 
urged that no valuable good or service 
however transitory in character, consti- 
tutes a revenue charge, with the possible 
exception of the services which are utilized 
in the final stages of sale and delivery.’* 


Desired 
Profits 
Selling 
Expense 
Manufacturing Selling 
Expense Cut Price 
Cost 
Lok to Sell 
Prime 
Cost 
Material 
Fic. 1 


It is certainly true that direct material 
is no less an asset because it is taken from 
stores and placed in process or because it 
is taken from process and placed in fin- 
ished stock, at least if production is for an 
existing demand. It is equally true for 
labor services and other material and 
services comprehended by the title In- 
direct Manufacturing Cost. Figure 2 il- 
lustrates graphically why the term manu- 
facturing expense is ill advised. 

The cost formula illustrated in Figure 1 
seems to carry the implication that some 
costs are more basic than others, and even 
that some costs may be recoverable before 


How to Understand p. 94. 
3 Essentials of Accounting, p. 94. 
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others in the sales price of products. It has 
sometimes been suggested that it might be 
a wise policy to sell goods, if necessary, at 
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There is in general no warrant for the 
view that certain costs have priority or 
right of way over other charges, or are 


any price which would cover prime costs more surely recoverable. than other 
and leave a margin to apply on indirect charges.’ 
Direct Material 
\ 
Direct Labor Goods in Process Finished Goods} {Cost of Goods Sold 
(Asset ) (Asset) (Expense) 
Indirect 
Manufacturing 
Fic. 2 


costs. It has even been suggested that if, in 
slack times, the manufacturer considers it 
desirable to maintain a skeleton labor 
force, it might be a wise policy to sell goods, 
if necessary, at any price which would 
cover direct material costs and leave a 
margin to apply to payrolls. 

Without attempting to decide what 
might or might not be wise business policy 
relative to producing goods for a market 
which fails to provide a selling price high 
enough to cover all costs, it might be noted 
that the implication of cost priorities does 
not enjoy universal acceptance. Professor 
Paton, whose work along the borderline of 
accounting and economics has been es- 
pecially significant, says, “In the price- 
making process all necessary costs of op- 
eration are on essentially the same level. 


Figure 3 better illustrates the relation- 
ship between elements of cost, profits, and 
selling price than does Figure 1. In Figure 
3 no cost is represented as being more 
basic than other costs and there is no in- 


Profit 
Price 
= 
Fic. 3 


4 Essentials of Accounting, p. 756. 
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ference that some costs might be recover- 
able before others in the selling price of a 
product. There is a clear implication that 
costs are recovered in full before profit 
emerges. 

In equation (1) where material cost 
lus labor cost equals prime cost, both 
material and labor are subject to the quali- 
fying adjective, direct, and a question 
might well be raised as to whether or not 
prime cost is a necessary or useful concept. 

It is not surprising that the old cost for- 
mula is going out of circulation. Its first 
equation is lacking in accuracy and is of 
doubtful significance. The second equation 
carries an erroneous concept as to the na- 
ture of indirect manufacturing cost. The 
fourth equation runs contrary to economic 
dicta, and the entire formula implies a 
system of priorities and cost recovery 
which does not in fact exist. 

R. B. Cowin 


NOTES ON DAIRY-ANIMAL VALUATION 


Dairymen breeding and raising dairy 
animals are confronted with the question 
“what is the cost of a productive animal?” 

Under income tax regulations, a dairy- 
man may report on the cash or accrual 
basis. If the accrual basis is used, net in- 
come may be computed with the aid of 
inventories. A dairyman reporting on the 
accrual basis (in which an inventory is 
used to determine profits) finds the ques- 
tion of the value of dairy live stock vital 
where income is mainly derived from the 
sale of market milk and surplus animals. 
Income-tax regulations are vague as to 
what actually is “cost” in an-inventory of 
dairy cattle. A dairyman is not gifted in 
accounting and abhors the thought of 
bookkeeping. The regulations state that 
“all livestock raised or purchased for sale 
shall be included in the inventory at their 
proper valuation, determined in accord- 
ance with the method authorized and 
adopted for the purpose. Also livestock ac- 


$11 


quired for draft, breeding, or dairy pur- 
poses and not for sale, may be included in 
the inventory instead of being treated as 
capital assets subject to depreciation, pro- 
vided such practice is followed consist- 
ently by the taxpayer.” 

From a dairyman’s standpoint, what is 
“cost”’ for inventory purposes? Or, if in- 
ventoried at “market or cost” whichever 
is lower, what is “‘market”’? These are dif- 
ficult questions for the dairyman to an- 
swer. 

For the accountant, the question is 
“How may we arrive logically at cost?” 
Little has been written outlining a method 
of any procedure which would consistently 
yield the “‘cost” of dairy cattle. 

A short résumé of the activities involved 
in breeding and raising dairy cattle for 
market-milk production and sale of sur- 
plus animals would necessarily include the 
accounting difficulties involved in prepar- 
ing a simple method of procedure for ob- 
taining “‘cost.” 

Dairy animals must be fed. This means 
purchase or raising of feed, buying concen- 
trates of various types for feed mixtures, 
necessary housing, labor, etc. If the feed is 
grown, the cattle-raising expense is the 
cost of the feed consumed. The growing of 
feed is a separate operation and all ex- 
penses, direct or indirect, are charged 
against the feed harvested. Feed used is 
charged at cost to the various consuming 
departments. 

A cow reaches its productive stage at 
about 33 months when it may be bred to 
produce its first calf and enter the milking 
herd. The question immediately raised is, 
‘What is the cost of the calf?” To answer 
this question involves a method of cost 
valuation which would value the animal 
from birth to production. On the basis of 
33 months, there are three yearly inven- 
tory periods before the animal reaches the 
productive state. 

In large dairy-herd practice, the calf is 
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separated from the cow at birth and estab- 
lished in a separate raising section of the 
farm operation. This part of its life may 
be termed the ‘“‘calf period.” It usually 
remains in the calf department for nine 
months. 

The calf department, operated as a dis- 
tinctly independent entity of the dairy 
operation, lends itself admirably to a 
“cost” program. Cost of labor, feed, equip- 
ment, rental of land occupied, depreciation 
of equipment and building, etc., are 
charged to the calf department. Record of 
the number of calves housed in this depart- 
ment, number of months each animal re- 
mained (including time of calves which 
died) give a total of calf-months with 
which this department should be credited. 
The total number of calf-months divided 
into the total charges of operation and 
maintenance gives the unit of “cost” 
termed “‘calf-month.” If a calf had been 
in the calf department for nine months, its 
cost would be 9 times the unit of “calf- 
month.” If a calf died during the year, the 
loss is the cost it had accumulated upon the 
basis of its “‘calf-month” charge. When a 
calf is transferred to the “heifer” depart- 
ment, it carries it accumulated cost over 
to that department. 

In the heifer department, all costs of 
operation and maintenance are charged to 
“heifer department.” A record is main- 
tained of the number of months each ani- 
mal is housed in this department. The 
total number of months accumulated is 
divided into the total cost of operation and 
maintenance, and a unit of cost, termed 
“heifer-month”’ is obtained. To arrive at 
the cost of a heifer at the end of a fiscal 
period, the number of months the heifer 
remained in this department during the 
year is multiplied by the “heifer-month” 
unit, resulting in the heifer cost, which, 
added to the accumulated calf cost, gives 
a total heifer cost of the year for each age 
group. If a heifer died during the year, its 
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calf and heifer cost is the loss suffered, 

The heifer cost is increased until the 
animal reaches breeding age at about 33 
months. At breeding, its accumulated calf 
and heifer cost is its cost or inventory 
value as it enters the productive herd. 

If the inventory is based upon “cost or 
market” it is a simple matter to compare 
“market values,” if obtainable, at various 
age groups, using the figure of “‘cost” or 
“market,” whichever is lower. 

Market-milk production is an element 
of dairying that can be quite unprofitable 
if not carefully watched. It involves not 
only the maximum production in market 
milk, but also the disposal of surplus ani- 
mals. 

To illustrate the method of cost out- 
lined, assume the calendar year is the busi- 
ness year; inventories are taken on Decem- 
ber 31 each year; on March 31 a calf J 
is born and enters the calf department. 
The calf department has yearly mainte- 
nance and operation charges of $37 ,500.The 
total accumulated months of calf life at 
the end of the year was 12,500 months. 
The formula to obtain calf-month cost is 


Calf Cost os 37,500 
Calf-month 12,500 


or $3.00 per calf-month. 


A calf born March 31 would have a 
record of nine months in the calf depart- 
ment. Its cost for inventory is 


Calf-months x “Calf-Month’’ cost, 
or 9X $3.00, or $27.00. 


If cost is used at inventory, this calf is § 
valued at $27.00 as it enters the heifer 
department. 

If “cost or market’’ is used, the lower 
figure is its value as it enters the heifer de- 
partment. 

If, at the end of the year, the total heifer 
department costs were $36,000 and the 
total number of accumulated heifer: 
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months was 18,000, the formula of cost 
divided by heifer-months results in the 
“heifer-month” unit, or, 
Cost 36,000 
Heifer-Months © 18,000 
= $2.00 per heifer-month. 

The calf entering the heifer department 
on January 1 spent 12 months as a heifer. 
Its heifer cost is 12X$2.00 or $24.00. 
Added to its calf cost at entrance of $27.00 
makes a heifer cost at the 21st month of 
$51.00. 

Again if it is valued at ‘‘cost or market,” 
market at its age is compared to cost and 
the lower of the two is used. 

The heifer cost at the beginning of the 
year is its value at 21 months. The heifer 
has another 12 months cost added to it be- 
fore it enters the productive herd at 33 
months. 

This method of arriving at the cost of a 
dairy cow reflects the fluctuation in cost 
of feed, labor, etc. It also eliminates the 
arbitrary valuation of a calf. Consistently 
followed, it gives a dairyman data for 
comparative purposes year after year, 
enabling him to discover the reasons for 
changing costs. 

The important base from which to es- 
tablish the method of cost of “‘calf- or 
heifer-month”’ is the identification of each 
animal to keep its individual record. In 
dairy practice, dairy animals are closely 
confined and therefore easily identified. A 
system of identification through ear num- 
bering, is followed. In addition, calves may 
be photographed to show markings. The 
| photograph is additional identification in 
the event an ear tag is lost. 

While the cost system outlined has 
proven satisfactory in the operation of a 
large dairy, it will not be satisfactory in 
beef-raising operations. 

In dairies, individual animal identifica- 
tion is simple. In beef raising, individual 
animal identification is impossible for the 
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reason that beef animals range over a wide 
territory. 
A. A. HARTMANN 


WHAT AN ACCOUNTING STUDENT 
SHOULD KNOW 


Natural A plitudes 


An accounting student should first know 
how to think clearly and secondly what to 
think about. He must be honest, sober, 
apt, and mentally alert, while in account- 
ing, as in any other vocation. There should 
be an inherent capacity for development in 
the chosen field. A good address is of 
course always desirable, but natural apti- 
tudes, invaluable as they are, will bear but 
meagre fruit unless they are reinforced by 
the cultivation of good general habits, the 
bedrock of worthy attitudes and relative 
energy to furnish the driving force of dili- 
gent application and enthusiasm to chart 
its course. A lofty standard, to be sure, 
but, we are reminded, a man’s reach should 
be greater than his grasp and so I should 
add further that he should develop habits 
which enable him to cooperate with his 
associates and be liked by them and 
others with whom he comes in contact, 
fasten, from the outset, habits of loyalty 
to those for whom he is working, and ex- 
ercise and so develop the initiative to plan 
work for himself and subsequently for 
others. He needs to know the meaning of 
actual money and the physical things 
which are expressed in his figures. Nothing 
quite takes the place of actual business ex- 
perience with real dollars when he is a boy 
doing neighborhood chores cutting grass 
or later working in college by participating 
in student business activities publishing 
the year-book. The ability to meet these 
natural aptitude tests is an index to ulti- 
mate achievement. 


Formal Education 
The student should have training in the 
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liberal arts: the ideal curriculum would 
cover a broad base of general academic 
subjects to start with, a gradual tapering 
off of general studies, and at the same time 
a broadening out of technical studies as he 
advances, so that at the close of his formal 
education the technical studies predomi- 
nate. It would be expected that the em- 
ployer who has had little general college 
education would minimize its benefits, but 
many practitioners who are not college 
graduates are insisting upon a college edu- 
cation for new men they employ. It is in- 
structive to note the uses to which general 
subjects may be put when the student has 
had the training. For instance, chemistry 
may be of use in drug inventories and 
geometry and conic sections are valuable 
in judging contents of grain elevators and 
oil reserves. A knowledge of Latin is in- 
valuable as a background to the subse- 
quent learning of Spanish. 

Formal general education and personal- 
ity factors are stressed with good reason 
inasmuch as technical training can be se- 
cured later along the specific lines desired 
by the employer who can do nothing about 
the lack of formal general education, nor 
much about altering the student’s per- 
sonality. However, if the student does have 
a sound technical training so much the 
better. 

The technical accounting courses are de- 
signed to increase the student’s knowledge 
of various business transactions and de- 
velop his ability to handle business prob- 
lems; although we should scarcely need the 
reminder that mental power is developed 
more by exercising the mind with many 
varied problems than by the mere develop- 
ment of. memory by learning to repeat 
rules having technical application. 

Facility in the use of the English lan- 
guage cannot be over stressed. The student 
should devote much time to composition 
throughout his school years. He should 
have continual assignments to write on 
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varied subjects, as the only way he will be 
able to express his thoughts to others jg 
through the proper use of the mother 
tongue. He may be fully equipped and pre- 
pared for his business life, but if he is un. 
able to express himself in writing and 
speaking, his preparation goes for naught. 
He must open the sluice gates of his mind 
and have his thoughts flow with under- 
standing to others. 

In addition to conveying his thoughts to 
others he must be able to receive, with a 
perceptive mind, the benefits from the 
thoughts of others. This will come largely 
from reading and in order to keep abreast 
of the swiftly moving stream of accounting 
literature, as well as current events, the 
ability to read swiftly is fast becoming an 
essential art for the accounting student. 
This ability is also used in perusal of docu- 
ments like bond indentures and minutes, 
An article in the Reader’s Digest for 
November 1941 on the subject of reading 
is well worth bringing to the attention of 
your accounting students. 

The accounting student’s formal educa- 
tion should definitely include arithmetic, 
algebra, and geometry; and the current 
dizzy tax laws make one feel that even 
relativity may be found essential! 


Technical Training 


For his technical knowledge he should 
know the function of accounting and the 
need for it by studying its early history. 
He should recognize the prime elements in 
each business transaction and the effect 
the transaction has on the business and the 
accounts of the business. This demands a 
knowledge of the theory of accounts and 
practical accounting, that is to say, jour- 
nalizing, expressed as an entry in a book 
such as cash book or purchase book, the 
mechanics of keeping and classifying book 
accounts, followed by the trial balance and 
the basic part it plays in the accounting. 
The preparation of statements next suc 
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ceeds and then the interpretation of state- 
ments, which is an art the accounting 
student must acquire, since the informa- 
tion shown in statements goes for nothing 
when it is not understood and used. 

One of the most promising accounting 
fields today is that of internal check and 
control, a feature which should be covered 
thoroughly in every progressive accounting 
course. The student should be trained to 
review systems of internal check and con- 
trol in order to see if they are adequate 
and prepared to make such recommen- 
dations as may be necessary for a more ef- 
fective application. 

The use of labor-saving devices should 
also be included in the training of each 
student if he hopes to make progress in the 
profession ; although, because of the many 
changes in such equipment, this study 
should be reserved for the latter part of the 
student’s training. The subject of labor- 
saving devices includes various sorts of 
mechanical equipment; many a boy has 
opened the door to his first job by supple- 
menting his college education with a 
few months’ training in the operation of a 
typewriter, comptometer, or other similar 
office machine. Being able to do something 
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with your hands may provide the opening 
to do something with your mind. 

The matter of costs usually and nat- 
urally comes last in the prospective ac- 
countant’s study. Attention is directed to 
the fact that while costs have always been 
important in manufacturing, the time has 
now come when a knowledge of costs is also 
essential in distribution and retailing. The 
student will have to know the basic prin- 
ciples of costs and how they are applied in 
practice if he is to hold his own under 
present-day conditions. 

The accounting student should have a 
working knowledge of such allied subjects 
as economics, commerical law, corporation 
finance and office administration through 
supplementary courses, unless the school 
schedule causes difficulties, in which event 
the subjects should be pursued by inde- 
pendent study, for they are essential to 
the student who expects to be in business. 

It must be kept in mind that war means 
taxes and every accounting student should 
know as much about taxes as possible; 
taxes should definitely become an integral 
part of the student’s accounting training; 
accounting and taxes go hand in hand. 

LEsLIE A. HEATH 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


HENRY T. CHAMBERLAIN 


HE FOLLOWING problems were pre- 
sented as the first half of the May, 
1942, C.P.A. examination in account- 
ing theory and practice prepared by the 
Board of Examiners of the American In- 
stitute of Accountants. The time allowed 
for the solution of these four problems was 
six hours and the weights assigned were as 
follows: problem 1, 18 points; problem 2, 
12 points; problem 3, 12 points; problem 
4, 8 points. 
For those interested in solving these 
problems a suggested time schedule is 
given below: 


(c) Statement of consolidation surplus and 
goodwill. 
Also submit worksheets. 


On December 31, 1940, the Rockford 
Radio Company bought 90 per cent of the 
$500,000 capital stock of the Elgin Supply 
Company for $370,080, and 80 per cent of 
the $200,000 seven per cent preferred stock 
of the Peoria Phonograph Company for 
$176,000. 

The Elgin Supply Company had ac- 
quired previously (December 31, 1939), 90 
per cent of the $200,000 common stock of 
the Peoria Phonograph Company for 
$126,000. 

The following balance sheets are pre- 
sented, together with other data, viz.— 


Rocxrorp Rapio CoMPANY 
Balance sheet—December 31, 1941 


Problem 1 90 minutes 
Problem 2 60 minutes 
Problem 3 90 minutes 
Problem 4 60 minutes 
Assets 
Investments 
Notes receivable 
708 , 520 
$1,312,800 


No. 1 


From the following data prepare: 
(a) Consolidated balance sheet of Decem- 
ber 31, 1941. 


(b) Statement of minority interests. 


Liabilities 
Accounts le 
Capital stock 
$1,312,800 


1. Rockford consistently takes upon its 
books its share of Elgin’s book profits. 

2. The difference of $5,000 between the 
current accounts of Rockford and Peoria 
represents Peoria merchandise in transit to 
Rockford. 
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Suppry Company 
Balance sheet—December 31, 1941 


Investments 
Notes receivable 
400 , 000 
$536,000 


3. Elgin does not take upon its books its 
share of the Peoria profits but credits to 
income the Peoria dividends when re- 
ceived. 

4. Elgin made a profit of $50,000 in 
1941, before considering income from its 
investment in Peoria, and on December 
20, 1941, paid a dividend of 4 per cent 
($20,000) on its $500,000 capital stock. 
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Notes receivable discounted........... $ 10,000 
$536,000 


no credit being extended to customers. The 
business was conducted as a partnership in 
which Morton had a two-thirds and Nor- 
ton a one-third interest (capital as well as 
profits). The accounts were currently kept 
on a cash basis but at the end of each year 
they were adjusted to the accrual basis. 
At that time the profits were divided in the 
above ratio and credited to the partners’ 


PrEorIA PHONOGRAPH COMPANY 
Balance sheet—December 31, 1941 


Assets 
Accounts receivable 
15,000 
$460,000 


5. Peoria made a profit of $20,000 in 
1940, which was paid out in dividends that 
were duly received by the shareholders be- 
fore December 31, 1940. 

6. Peoria made a profit of $30,000 in 
1941 and on December 20, 1941, declared 
dividends of 7 per cent on the preferred 
and 8 per cent on the common stock, both 
payable January 10, 1942. 

Provision had been made by the three 
companies for all known liabilities and ac- 
cruals, including 1941 federal income and 
excess-profits taxes. 


No. 2 


Morton and Norton were retail dry 
goods merchants and operated a cash store, 


Liabilities 

Notes payable 

len yal 

Capital stock 
,000 


capital accounts. 

Life insurance was carried in the amount 
of $10,000, payable to the partnership 
upon the death of either member. The 
premiums paid were charged to expenses 
and no account was taken of surrender 
values. 

The stock of merchandise was insured 
for $45,500 and the store and office fixtures 
for $9,500. The two policies were carried 
with different companies and both were 
written with the 80 per cent coinsurance 
clause. Under the standard 80 per cent 
clause the insurance company “shall not 
be liable for a greater proportion of any 
loss . . . than the sum hereby insured bears 
to 80 per cent of the actual cash value of 
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said property at the time such loss shall 
happen.” 

A fire occurred in the early morning 
hours of February 1, 1942, in which Mr. 
Morton lost his life. The fixtures were a 
total loss, but part of the merchandise was 
salvaged and was agreed with the ad- 
justers to be worth $17,000. A few days 
after the settlement it was sold for $17,500. 

The books of account had been saved 
and were used as an aid in arriving at a 
settlement of the fire loss. The following 
trial balance was drawn off before any ad- 
justments had been made: 


Dr. Cr. 

Inventory, Dec. 31, 1941 61,328.20 
Store and office fixtures. . 18,000.00 
Reserve for depreciation . $ 7,230.00 
Unexpired insurance... . 280.00 
Accounts payable...... 7,928.75 
Morton capital......... 58,475.78 
Norton capital........ 29, 237.89 

15,320.50 
14, 396.15 


$118,192.92 $118,192.92 


The books showed that 30 per cent gross 
. profit had been made in the preceding two 
years and this percentage was agreed upon 
with the adjusters as a basis for calculating 
the value of the inventory. It was also 
agreed to accept the depreciated book 
value of the fixtures as their value at the 
time of the fire. 

There had been no capital expenditure 
in 1942, and depreciation had been pro- 
vided at the rate of 8 per cent per annum 
to December 31, 1941. 

The item of unexpired insurance was 
carried forward from December 31, 1941, 
being applicable to the succeeding eight 
months. 

The expenses include the partners’ Jan- 
uary salaries. All liabilities outstanding on 
January 31, 1942, had been recorded. 

The fire loss was determined on the basis 
of the foregoing data and in accordance 
with the terms of the policies, and the 
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entire amount thus agreed upon was col- 
lected in February. Also the life insurance 
was promptly settled in that month. 

The firm then paid its liabilities and dis- 
solved after dividing the cash—its only 
remaining asset—between the two owning 
interests. 

Prepare a columnar worksheet, clearly 
showing the adjustment of the above trial 
balance in accordance with the data given, 
the operating results in the month of Jan- 
uary as distinct from the fire loss, the 
amount of the fire loss, and the final liqui- 
dation of assets and liabilities other than 
cash, thus leaving on the books only the 
cash and the two capital accounts. 

Submit calculations of inventory value 
and recoverable fire loss. 


No. 3 


From the following trial balance, operat- 
ing and other data prepare the December 
31, 1941, balance sheet of the Brandon 
Manufacturing Company and a statement 
of profit and loss for the year ended on 
that date. 


OPENING TRIAL BALANCE JANuARy 1, 1941 


Dr. Cr. 
Accounts receivable........... 15,700 
Maw ............. 55,000 
Goods in process............. 8,350 
Finished goods............... 154, 500 
Deferred charges............. 1,100 
40,000 
Reserve for depreciation of 
« $ 14,000 
Machinery and equipment..... 81,000 
Reserve for depreciation of ma- 
chinery and equipment...... 21,000 
Four per cent notes payable. . . 270,000 
Accounts payable............ 20, 500 
Five per cent cumulative pre- 
100,000 
80,000 
52,850 


$505,500 $505,500 


OPERATING AND OTHER DATA 


2. Increase of raw-materials inventory... 64,00 
3. Purchases of raw materials........... 347,000 


15. 

16. 

17. 

8, 

19. 

19 

193. 

19. 

183 

193 


18| 88 888 


§, Manufacturing expenses............. 
6, Buildings were acquired January 1, 
1934; estimated life on that date 47 years 

1. Machinery and equipment were ac- 
ired January 1, 1934; estimated life on 

§. Increase of materials in process inven- 


9. 
11. Administrative expenses (including 
12. Collected from customers............ 
13. Paid to trade creditors.............. 
14. Notes payable donated to the company 
by the owners on January 31, 1941, and 
(Interest was paid on these notes to 
date of cancellation. All other notes 
were renewed as they became due and no 
other borrowing took place in 1941.) 
15. Interest on notes was paid in 1941 to the 
16. Deferred charges, December 31, 1941, 
represented by unexpired insurance on 
17. Purchase of $5,000 U.S. savings bondsin 
18. Donated to the Red Cross........... 


19. The opening deficit is made up as follows 


Loss Profit 

$16,000 
18, 

17,000 
13,350 


$72,350 $19,500 $52,850 


Deferred charges to future taxation 


Liabilities 
Reserve for doubtful accounts.................0. 
Bonded indebtedness. 
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24 per cent on the net income 

6 cent on the net income not in excess of 
$25,000 

7 per cent on the net income in excess of $25,000 


. For the purposes of this problem the declared value 


excess-profits tax and the excess-profits tax should 
be ignored. 


5 —— its entire existence the company had no 


capi ins or losses, nor were there any other 
calculation of the ‘‘net operating loss deduction” 


. The company’s annual statements had been cor- 


rectly prepared from year to year since its organiza- 
tion on January 1, 1934, and all tax returns had 
a by the Internal Revenue Bureau as 


No. 4 


The report of the City of Glendale for 


the fiscal year ended March 31, 1942, in- 
cludes the following comparative state- 


ment: 

General Fund Capital Fund 

“March 31 March31 March 31 March 31 
1942 1941 1942 1941 

$ 12,000 $ 14,000 
84,000 2’ 500 
8,200 21,000 
$ 5,000 $ 1,000 
340,000 205,000 
20,000 


$ 50,000 $120,000 
8,000 7,500 
oo — 
$345,000 $206,000 
45,00 — 
200 


ol- 35,900 20. The normal and surtax rates applicable to the 1941 
net income are: 
Normal tax— 
is- 
ly 
ng 36,000 21 
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The following additional information is disclosed concerning budget and transactions in the year ended March 31, 


1942 
Appropriations (including $4,000 to sinking fund and $11,000 for retirement of bonds).......... 260,000 
Serial bonds issued (at par) to fund operating deficit (the proceeds were used to liquidate general- 
Serial bonds retired through general appropriations... 11,000 
Bonded indebtedness March 31, 1941, represented by: 
No reserve for uncollectible taxes is to be considered. 
From the foregoing, based on principles of municipal reporting, prepare: 
(a) Fund balance sheet of March 31, 1942. 
(b) Statement of general-fund cash. 
(c) Statement of general-fund surplus. 
(d) Statement of bonded indebtedness. 
Solution to Problem 1 
(a) The Rockford Radio Company and Subsidiaries 
Consolidated Balance Sheet 
December 31, 1941 
Assets 
Liabilities 
Dividends payable to minority shareholders... ...... 4,400.00 
Capital stock: 
(b) The Rockford Radio Company and Subsidiaries 
Statement of Minority Interests 
December 31, 1941 
Peoria Phonograph Company: 
Elgin Supply Company: 


Key to Adjustments 
(1) To set up dividends receivable from the Peoria Company. 


(2) To eliminate from the investment accounts the book coins ‘of the Peoria Company at the date of balance sheet. 


(3) To set up merchandise in transit and to adjust the inter-company accounts. 
(4) To eliminate inter-company receivables and payables. 

(5) To take up Rockfords share of the Peoria dividend applicable to Elgin. 

(6) To eliminate 90% of the book value of Elgin. 
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(c) The Rockford Radio Company and Subsidiaries, Statement of Consolidation Surplus and Goodwill, 


December 31, 1941 
Consolidation Surplus 
Investment in Elgin Company: 


Book value of Elgin Company, December 31, 1940....................005. $496,000.00 

Equity acquired by Rockford Company. $446,400.00 

Investment in Peoria Company common stock: 

Book value of Peoria Company common stock, December 31, 1939.......... $200, 000 .00 

Less portion applicable to Elgin Company minority shareholders. ...................2000000: 5,400.00 
Consolidation surplus applicable to Rockford Compamy...........0.0ccccccccccccneeeeeeeeeens $124,920.00 

Goodwill 


Investment in Peoria Company 7% preferred stock: 
Book value of Peoria company preferred stock, December 31,1940 $200,000.00 


Equity acquired by Rockford Company..................:ceeeeeeeeeeeees 160,000.00 


Solution to Problem 2 


Calculation of Inventory, February 1, 1942 Since 80% of $10,650.00 is ee son Ss 
Inventory, December 31, 1941.......... $61,328.20 amount of insurance carried 
Purchasesin January>................. 14,396.15 the claim ts for the face of the policy...... $ 9,500.00 
Less cost “ee goods sold (70% of $15,320.50) 0, 724.35 Key to Adjustments 
I tory, Feb eS See ,000. (1) To set up ending inventory (see computation) 
(2) close opening inventory cost o! sold 
o close purchases to cost of goods so 
Calculation of Fire-Loss Claims ‘%} To pred depreciation for month of January 
On Inventory (5) To record insurance expense for month of Jan- 
Inventory, February 1, 1942......... $65,000.00 uary 
$52,000.00 (6) To record five insurance claims (see computation) 
Inventory loss ($65,000.00 less and fire loss 
$48,000.00 (7) To write off unexpired insurance 
Claim 45500 /48000 or } of $48,000.00.. $42,000.00 (8) To record life-insurance claims ; 
—=—= (9) To record sale of merchandise FE. 
On Fixtures (10) To record collection of insurance claims . 
$18,000.00 To record payment of accounts payable 
Depreciation to December : 12) To transfer net income to capital accounts. a 


for January, 
942 


Depreciated value................... $10,650.00 
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Key to Adjustment Note—In this solution is Sot 
; turing expenses as sta in P not in- 
Te clude depreciation charges. It is further assumed that 
g record cash disbursements: the cancellation of the notes payable by the “owners” 
3) To 
3 redit $347 , 500.00 was a cancellation by the stockholders and as a con- 
Manufacturing expenses... taxable income would have been $100,000.00 
Administrative expenses. ....... 26,000.00 
Savings Bonds $1000.00 Brandon Manufacturing Company 
a Donation to Red Cross......... 2,000.00 Statement of Profit and Loss 
$518,050.00 Yonuary 1,194 lo December 31,194 
g (4) To record depreciation on buildings, machinery Costekawi sold: $5 
and equipment 2 
3 (5) To set up ending inventories of raw materials and Finished-goods inventory, 
6) To set up ending inventory o goods - 
To record cash yabl 363, 500.00 
8) To record cancellations of notes payable 
To set up payable $518,000.00 
10) To adjust deferr rges inventory, 
i To set up accrued Federal income tax: December 31, 1941... 118,500.00 399,500.00 
$ 78,350.00 profit on sales. ...... $ 35 000.00 $150, 500.00 
Less net operating lossdeduction. 28,350.00 Ad 26,000.00 
terest expense.......... ,150. 
Net ‘income Subject to tax 490,09 Donation to Red Cross.... 2,000.00 72,150.00 
an on_—sCNNet income before Federal income tax.... $ 78,350.00 
24% of $50,000.00............. $12,000.00 4 
6% 1,500.00 Federal income 15,250.00 
—————_ Net income, January 1, 1941 to December 


Brandon Manufacturing Company 
Balance Sheet, December 31, 1941 


Assets 
Current assets 


Inventories: 


Fixed assets 
Land 


1 
2 


265,850.00 $316,500.00 
000 00) 
16,000.00 78,000.00 
1,000.00 
$498 000.00 
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Current liabilities 
Capital stock and surplus 
Five per cent cumulative preferred stock (see note). ...............0eeeeeee $100, 000.00 
Earned surplus: 


Nore:—The balance sheet could carry a footnote stating that dividends on the preferred stock are in arrears for 


whatever period of time the preferred stock has been outstanding. 
Solution to Problem 4 


City of Glendale 
Balance Sheet—March 31, 1942 
Assets Liabilities 
General fund General fund 
$ 12,000.00 Notes payable..................... $ 50,000.00 
Accounts receivable.... . $ 8,200.00 Surplus after deducting 
Less reserve for doubt- $46,000.00 for e 
ful accounts....... 600 .00 7,600.00 ditures in excess of ap- 
propriations (see sched- 
45, 600.00 
$103 , 600.00 $103 , 600.00 
Capital fund Capital fund 
Deferred charges to fu- Bonded indebtedness: 
ture taxation: Serial bonds......... $250,000.00 
For redemption of se- Sinking-fund bonds... 95,000.00 °$345, 000.00 
rialbonds ......... $250,000.00 
For redemption of sink- 
ing-fund bonds... .. 90,000.00 $340,000.00 
$345,000.00 $345 ,000.00 
Sinking fund inking fund 
City of Glendale 
Statement of al-Fund Cash 
(o) For the Year Ending March 31, 1942 
Receipts 
Collection of accounts receivable. 12,800.00“ 373,500.00 
$387 , 500.00 
Disbursements 
Payment of accounts payable (including $11,000 for retirement of serial bonds | 
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6) Statement of General-Fund Sur plus 
For the Year Ending March 31, 1942 
Surplus credtts 
).00 Revenue: 
Less excess of estimated revenue over actual revenue.................. 27 , 800.00 222,200.00 
$352,200.00 
Surplus charges 
Excess of expenditures over appropriations. cee 46,000.00 
).00 Provision for loss on doubtful accounts. 600.00 306, 600.00 
3 for * Indicates red figure. 
(d) City of Glendale 
Statement tore in Bonded Indebtedness 
For the year ending, March 31, 1942 
Serial bonds 
).00 
).00 $261,000.00 
Sinking-fund bonds 


Balance March 31, 1941 and March 31, 1942 (No issues nor retirements during the year)........ 95,000.00 
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The Securities Market and How It Works. Birl E. 
Shultz. (New York and London: Harper & Brothers 
Publishers, 1942. Pp. 421. $5.00.) 


Dr. Shultz has written a book on techniques and 
procedures of the New York Stock Exchange which 
has long been needed by the financial and business 
community and in courses in security markets. The 
practical information it conveys on the operations of 
the New York Stock Exchange provides excellent back- 
ground and understanding for the student of broker- 
age accounting. Brokerage accounting gains real mean- 
ing for the student if he reads and understands the 
procedures and techniques described so fully in this 
new book. 

The book divides itself into three natural parts. The 
first part is concerned with the fundamental informa- 
tion which the student should have by way of back- 
ground in order to appreciate the details of procedure 
which follow. It considers the history and function of 
stock exchanges and the New York Stock Exchange in 
particular; the history and procedure of listing securi- 
ties; what securities are, the various types and kinds 
of securities, and why and how they are brought into 
being. 

The second part has to do with the procedure of 
trading stocks and bonds on the Floor of the Exchange, 
and a consideration of some of the current problems of 
the Exchange. It includes a study of the various kinds 
of orders and the way each is handled; the geography 
of the trading floor; the mechanics of executing orders 
the specialist system; odd-lot price determination; bond 
trading and the figuring of accrued interest, including 
taxes (if any), commissions, and amounts paid or re- 
ceived on the purchase and sale of bonds. 

The third part covers the procedure in the office pre- 
vious to and following the execution of orders on the 
Exchange. It includes a discussion of short selling and 
collateral loans: the opening and handling of accounts 
and the responsibilities of the customers’ broker; the 
tracing of orders through the various departments of 
the brokerage office and the function of each depart- 
ment including a detailed discussion of the preparation 
of customers’ monthly statements by the bookkeeping 
department, the operations of the margin department, 
and the clearing, delivering and paying for securities 
through the Stock Clearing Corporation. Next follows 
a discussion of the solvency record of members, the 
brokers’ financial statement, and the protection afford- 
ed customers. 

The final chapter of the book, “An Introduction to 
Financial Statement Analysis” is included because 
statistical departments, partners and salesmen must 
concentrate on knowing a great deal about securities 
and current economic conditions. The well known 
aspects of securities and their analysis are only pre- 
sented to give the book a comprehensiveness for the 
novice. This is true of some other chapters of the book, 
such as Chapter IV, “Elements of Corporation Fi- 
nance.” The real contribution of the book however, 
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for the student of finance and accounting is to be found 
in the clear explanations of the operations of the New 
York Stock Exchange, and not in these other back- 
ground-building chapters. 

That the volume is authentic and practical is eyj- 
denced by the fact that, before being made more com- 
plete and advanced in nature, it was first used in mimeo- 
graph form as a text for employees of the Stock Ex- 
change. Dr. Shultz was former Director of the New 
York Stock Exchange Institute. In writing the various 
chapters he had the assistance of members of the In- 
stitute staff, members of the Stock Exchange itself, an 
investment counsel firm and a firm of public account- 
ants. Frederick S. Todman, C.P.A. was responsible 
under the editorial direction of Dr. Shultz, for Chapter 
XX “Customer Protection.” 

An interesting feature of the book are the large 
pictures explaining the mechanics of trading on the 
New York Stock Exchange. One such picture is a 
photograph of the trading floor of the Exchange with 
the important spots marked on the picture and ex- 
plained in detail on the margin. In many ways this is 
more enlightening than a trip through the Exchange 
itself. 

Although “The Securities Market and How It 
Works” does not pretend to essay any extended in- 
vestigation into the broader economic and social as- 
pects of the security markets it does provide an excel- 
lent authentic and detailed exposition of the techniques 
and procedures of the Exchange. It should prove very 
popular as a text in college courses dealing with the 
security markets and as required reading in courses in 
brokerage accounting. 

WALTER A. Foy 

Chicago, Illinois 


Corporate Executives’ Compensation. George T. Wash- 
ington. (New York: Ronald Press Company, 1942. 
Pp. xii, 519. $7.00.) 


The purpose of this book is to study against the 
background of corporation law, the system of mana- 
gerial rewards that has grown up in the United States 
during the last thirty or forty years. 

The author starts out by discussing problems of ex- 
ecutive compensation. He makes the subject timely by 
saying that in a war-torn world, the nation’s economic 
effort becomes increasingly vast in scale, and more re- 
lentless in its demands upon the individual. This makes 
the task of the corporate manager more difficult and 
more responsible each day. He suggests that the di- 
rectors and controlling stockholders, faced with the 
necessity of providing rewards sufficient to obtain 
capable management, must seek a plan of compensa- 
tion which will reconcile the executive’s demands with 
those of the other groups interested in the enterprise. 
You might say that the development of this theme 
gives the author his raison d’état and emphasizes the 
importance of his contribution. Professor Washington 
goes on to point out that a solution to these issues brings 
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tolight new forms of managerial compensation. Among 
the different forms, the author discusses the following: 

{) Profit-sharing either on an individual basis or through 

a general fund, 2) stock bonuses, 3) stock options, 4) 

jons including the purchase of life insurance and 

anouities, 5) deferred compensation and tax reimburse- 

ment plans, 6) indemnity against litigation expenses in 

stockholders’ suits, and against certain liabilities under 

federal legislation. 

He makes no attempt to suggest ready-made plans 
of compensation because the needs of individual enter- 
prises are too various. It is the author’s intention to 
give, in as simple and direct a fashion as the subject 
matter permits, a short treatment of the chief legal and 
practical problems encountered in the drafting and 
adoption of plans for managerial compensation. This 
material should be a valuable contribution as a starting 
point for directors, corporate managers and their ad- 
visers in considering the needs of a particular company. 
It should also prove to be a worthwhile volume for in- 
vestors, accountants, government officials and others 
interested in the problems of modern business. 

He divides the works into three parts. Tne first sec- 
tion, which includes eleven chapters, is devoted to a 
discussion of the compensation contract. In an inter- 
esting and engaging style Professor Washington covers 
such a formidable array of topics as the problems of 
executive compensation, the executive’s salary con- 
tract, various aspects of profit-sharing including the 
accountant’s role in computation, stock bonus plans, 
stock options, deferred compensation and tax-reim- 
bursement plans, executive pensions and annuities, 
compensation contracts and the Federal securities 
legislation, and the technique of adopting a contract. 

In the second part of the volume, four chapters are 
devoted to legal controls over the size of amounts paid 
to the executives. This heading is broken down into 
governmental controls over compensation, judicial 
controls over executive compensation subdivided into 
the large and small company, and the ideal of reason- 
ableness. In this section he resists very well the tempta- 
tion to become too technical on the legal side. In fact 
he should be given considerable credit for minimizing 
the amount of legal verbiage and for expressing himself 
in a simple and readable style in the discussion of so 
complex a legal problem. 

The third part, including the last five chapters, is 
devoted to problems of indemnity and reimbursement. 
This includes an illuminating discussion of risk distribu- 
tion in stockholders’ suits and the difficult questions of 
the corporation defending its managers and whether 
the directors should be reimbursed. This involves a de- 
tailed discussion of the civil liabilities of executives 
under state and federal law as well as numerous prob- 
lems in connection with stockholders’ suits. In reading 
this section one cannot but develop admiration for the 
author’s wide reading and dialectical skill. 

In the appendix are included various enlightening 
corporate documents illustrating profit-sharing plans, 
profit-sharing-computation clauses, inflation clauses, 
management-stockholding trusts, stock-option con- 
tracts, deferred-compensation plans, and indemnity 
agreements. 
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On the whole, the material shows the result of care- 
ful selection and the chapters are well organized and 
logically arranged with a good sense of balance and 
proportion. The subheadings and analytical table of 
contents make the material more useful and available. 

Of particular interest to accountants and tax spe- 
cialists are the author’s clear and intelligent discussion 
and analysis of the tax problem. It is weaved into the 
consideration of almost every topic throughout the 
volume. He brings out particularly the importance of 
taxation in the choice of compensation plan because 
many of the complicated arrangements described had 
their beginnings in a desire to minimize taxes revolving 
around the questions of the deductibility of the em- 
ployer’s payment and the executive’s tax. 

The fact that the author makes no attempt to pass 
judgment on the amounts of remuneration received by 
particular individuals or paid by certain corporations 
and does not advocate any particular plan of compensa- 
tion as being of universal desirability or usefulness 
makes the writing at times lack punch and distinction. 

Professor Washington has supplied this work with 
footnotes in abundance for purposes of both supple- 
mentary context and documentation. There are ap- 
proximately 1,382 footnotes and there are citations 
from and references to about 744 cases, but the data 
is arranged in such a way as to keep it below the bur- 
densome level. The whole treatise is characterized by 
careful legal research which gives it a certain amount 
of originality. 

This volume should go a long way in acquainting the 
reader with most of the salient legal points and business 
aspects of salary and bonus plans, stock options, pen- 
sions, indemnity agreements, and related matters. It 
is a substantial contribution and a welcome addition 
to the meagre literature on these subjects. One is in- 
clined to agree with the author when he states: “‘Dif- 
ficulties under the tax laws and the statutes regulating 
business will not disappear or diminish. . . . The prob- 
lem of equitable division of the earnings of business be- 
tween executives and investors will not soon be solved. 
It may in fact be accentuated by the strict controls and 
high tax rates of a war economy.” 

L. THomMAS FLATLEY 
Mundelein College 


The Stock Market. Charles Amos Dice and Wilford John 
Eiteman. (New York: McGraw-Hill Book Company, 
Inc., 1941. Pp. xv, 486. $4.00.) 

This book is a distinct improvement over the first 
edition which was published in 1926. New material has 
been added and much of text has been well rewritten. 

After presenting a brief defense of security trading 
and citing a rather wide lack of knowledge on the part 
of the general public on the usual transactions of the 
security markets, the authors state as their purpose in 
presenting the second edition, namely, “to offer specu- 
lators, investors, students of the market, and the public 
itself a factual description of the organization and oper- 
tion of the security markets, to relate the history of 
these markets, and to create if possible a greater ap- 
preciation of the essential functions that they perform 
for society.”? 


und 
ew 
ack. 
evi- 
om- 
n 
Ex- 
ew 
io 5 | 
In- 
an 
nt- 
ible 
pter 
irge 
the 
$a 
ex- 
is 
nge 
It 
in- 
as- 
el- 
ues 
ery 
the 
in 
h- 
42. 
he 
na- 
tes 
by 
D ic 
re- 
es 
nd 
G i- 
he 
in 
th 
ne 
ne 
on 
gs 


330 


The authors may have well added that this book can 
be used to advantage as a reference text, by account- 
ants, teachers of accounting, and students of accounting. 

All three groups have too little knowledge of security 
transactions and the institutions that regulate and facil- 
itate security transfers. 

One of the most valuable parts of this book, as far 
as accountants are concerned, is the “stock market 
terminology,” of almost twenty pages, presented in the 
appendix. This glossary gives a list of definitions of 
many security terms that accountants hear often but 
of which they usually know little. This part of the text 
alone will interest accountants and students of account- 
ing. 

Students and teachers of business and accounting 
also will appreciate reading such chapters as “Reading 
the Financial Page,” “The Classes of Brokers,” ““The 
Short Sale” and “Rights and their Market”; while 
students, of business statistics and the business cycle, 
will find easily readable information in “Forecasting the 
Major Trends.” 

Your reviewer would classify this book primarily as 
a popularized reference text. Many technical procedures 
and terms are fully explained and illustrated, in the 
light of recent changes that have affected stock and 
bond market transactions. 

Of course business men always welcome a handy 
reference book. Especially corporation executives, who 
are authorized to decide on types of investment to be 
made, or on types of securities to be issued, consult the 
publications of one or more of the well known statistical 
forecasters of the cycle movements. This book gives a 
clear description of each of these services, and points 
out basic differences of theory in thir procedures. The 
authors do not attempt to criticize the different barom- 
eters, but rather to explain each type and show how it 
is used. 

Accountants will be especially interested in reading 
Chapter XII on “Manipulation and the Securities Ex- 
change Act.” Not only is manipulation defined and 
illustrated, but what is more conditions that have 
favored manipulation are also described and the ruth- 
less methods of manipulators revealed. 

Finally practicing accountants are constantly in 
need of knowing how best to analyze securities, espe- 
cially when they are asked to advise their clients on 
“what stocks to buy” whether “net earning power is 
to be made the basis of stock values,” or “how to 
analyze and interpret corporation reports” and“ how 
to value the capital structure.” The authors have given 
generous treatment of many such questions. 

Your reviewer has only one criticism and that is, 
the text is, in places, rather too much extended on ele- 
mentary materials. However a reader can easily pass 
over the elaborated discussions and pass on to other 
parts that are less familiar to him. 

The text is not only well written, it is also effectively 
published. The publishers are to be given much credit 
for efficient editing and well styled typographical 
technique, all of which adds effectiveness to the pres- 
entation of ideas by the authors. 

Epwin L. THEIsS 
University of Illinois 
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The Control and Valuation of Inventories. National As- 
sociation of Cost Accountants. (New York: 1941, 
pp. viii, 408. $3.00.) 

This volume, dealing with questions of inventory 
control and valuation, consists of a collection of articles 
previously published in the Bulletins and Yearbooks of 
the National Association of Cost Accountants, with the 
addition of several hitherto unpublished papers. The 
principal service of the book is to assemble in convenient 
form articles dealing with various inventory problems, 
In general the book does not break new ground or fur- 
ther refine the present thinking about inventory mat- 
ters, but rather, provides a useful collection of the more 
significant inventory papers that have appeared at 
various times in N.A.C.A. publications. The foreword 
indicates that the objective of the book is to present 
a “comprehensive and practical treatment” of inventory 
problems. The material presented is not always suf- 
ficiently “comprehensive” (as will be indicated later), 
but it is highly “practical” in the sense that much of 
the material is descriptive of inventory practices fol- 
lowed by particular companies. 

The book is divided into four parts. The first deals 
with the problems of internal planning and control of 
inventories. The second discusses various questions of 
inventory valuation. The third describes several rather 
comprehensive procedures for the planning and taking 
of a physical inventory. The last part reports the results 
of two questionnaires dealing with inventory practices 
followed in accounting for raw materials and finished 
goods. Since each section is somewhat discrete the book 
may be best reviewed by considering each part sepa- 
rately. 

PART I—INVENTORY CONTROL 


This section is devoted to a discussion of the ad- 
vantages of a thorough system of inventory planning 
and control and of the problems involved in installing 
and operating such a system. In addition to several 
articles emphasizing general principles or procedures 
that should ordinarily be observed in the establishment 
of satisfactory internal control over inventories, there 
is considerable attention given to the internal control 
methods adopted by particular companies. Inventory 
control systems are described for the following types 
of companies: 


Corset manufacturer pp. 57-59 
Manufacturer of electrical products 72-92 
Chain of confectionery stores 93-99 
Manufacturer of cutlery 100-104 
Manufacturer of rubber tires and tubes 105-110 
Manufacturer of shirts 121-138 


In the aggregate the articles in this section provide 
an excellent survey of the more important aspects of 
the question of inventory control. 


PART II-—INVENTORY VALUATION 


This section presents a dual approach to the ques 
tion of inventory valuation. Some of the articles discuss 
the question of inventory valuation primarily in terms 
of theoretical considerations. Other articles. are con- 
fined to a description of the valuation practices em- 
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ployed in a particular company. Occasionally both 

es are combined in a single paper. 
Nearly all of the discussion of the theoretical aspects 
of inventory valuation is concerned with the “lower of 
cost or market” as a basis of valuation or with “last-in, 
first-out” and the ‘“‘base stock”’ methods of determining 
“cost.” In general, these articles appear to have been 
written by persons holding virtually identical views. 
The advocates of the “lower of cost or market” basis 
of inventory valuation rather fully develop their views 
as to the propriety of this device. Also considerable 
space is devoted to the advocacy of “‘last-in, first-out” 
and the “base stock” methods of determining the 
“cost” of the inventory. No articles age included, how- 
ever, that are critical of these devices. It may well be 
that the N.A.C.A. has not published any papers that 
take an opposing point of view and so could include 
none here, but if this be so, the expressed intention 
of providing a “comprehensive” treatment of inven- 
tories might well be modified. 

Overlooking this limitation on the scope of the dis- 
cussion, the papers in this section do combine to ex- 
press rather well the philosophy of those who favor 
the use of the “lower of cost or market,’ “‘last-in, first- 
out” and the “base stock”’ method. They do not succeed 
in resolving the basic conflicts that have existed in the 
field of inventory valuation—nor is it to be expected 
that they would do so, since they are, in the main, re- 
printed articles. They do, however, present rather fully 
a point of view that is shared by a greater part of the 
accounting profession. The particular papers that are 
noteworthy in this respect are the papers of Kracke (p. 
165) Broad (p. 184) and Graham (p. 254). 

The remaining papers in this section offer consider- 
able variety. One article describes the valuation pro- 
cedures followed in the standard cost system of a con- 
cern engaged in the manufacture of rubber tires and 
tubes (p. 228). Also there is an article which discusses 
the disposition of variances from standard costs and 
presents an unusual calculation of variances involving 
an extreme reliance on replacement costs for purposes 
of segregating inventory losses or gains due to price 
fluctuation (p. 296). There is also a quotation from the 
income tax regulations of the Treasury Department 
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(Regulation 103) describing the terms and conditions 
on which “last-in, first-out” may be used as a method 
of determining the cost of inventory for tax purposes. 

Another noteworthy feature of this section is the 
inclusion of several papers describing the application 
of the “lower of cost or market” method of valuation. 
These papers serve to emphasize the variety of inter- 
pretations that may be given to the terme “cost” and 
“market” in the application of this basis of valuation 
(pp. 195-227). 


PART III—INVENTORY TAKING 

The three articles in this section are similar in that 
each is descriptive of the practices or procedures that 
should be observed in the planning and taking of a 
physical inventory. They differ, however, in the degree 
of generality with which inventory-taking problems are 
discussed. The first article is quite general in its delinea- 
tion of principles or practices to be observed. The 
second article also deals in generalities, but in addition 
includes a discussion of the inventory-taking problems 
found in particular industries, viz.: soap manufacturing, 
tanning, shoe manufacturing, cotton textiles, and de- 
partment stores. The third article reproduces a set of 
instructions that were actually employed in directing 
the process of inventory taking in an industrial plant. 


PART IV—INVENTORY PRACTICE 

This section reports the results of two questionnaire 
studies of inventory practices. One questionnaire dealt 
with practices followed in accounting for raw materials 
and the other dealt with the practices followed in ac- 
counting for finished goods. The samples involved were 
not too small to possess some dependability. One hun- 
dred ninety-seven replies were received form one ques- 
tionnaire and 325 replies from the other. The ques- 
tionnaire did not produce results that were highly 
unexpected. In general they tend to corroborate sub- 
jective impressions as to the prevalence of various 
practices. Nevertheless, they provide some very inter- 
esting summaries that may furnish useful evidence in 
any study of specific inventory practices. 

E. B. RicKaRD 

Philadelphia, Pa. 
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ASSOCIATION NOTES 


R. L. Drxon 


SECRETARY’S OFFICE 


The mailing address for all items coming to the attention of the Secretary is now School of Business 
Administration, University of Michigan, Ann Arbor, Michigan. All matters involving membership dues, 
new members, student associate memberships, ACCOUNTNG REVIEW subscriptions, monograph orders, and 
similar items should be addressed as indicated. 


NEW MEMBERS 


The following have become members of the Association to date during the current year: 


. Blackie 
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. A. Butt 

. Carmichael 
. Carter 
_ Creagh 

. Dahlquist 

. Daniels 
. Cole 

. Eskew 

. Fackler 
Fitagerald 

. Fitzhugh 
. Ford 

. Gibb 

. Gorman 

. Hart 
enke 
. Higgins 
A, Hirn 


att 


. Janvrin 
4. Jensen 
. Johnson 
. G. Jones 
. J. Karg 
Kaufman 
Ww. M. Layman 
C. F. Leonard 
G. Lodwig 
C. H. Martin 
L. K. Mayer 


PROFESSIONAL CONNECTION 


National Dairy Products Corp. 
Pennsylvania State College 


RCA Manufacturing Company, Inc. 


Lowe and Beshus 

Caterpiller Tractor Company 
Anchin, Block & Anchin 
Pennsylvania State College 

U. S. Naval Reserve 

Loyola University 

Ball State Teachers College 
Carter, Baily, Kirlin & Walker 
Streeter-Amet Company 
Private practice 


U. S. Treasury 

Cotton & Eskew 

New York University 

Private practice 

Howard University 

Ernst & Ernst 

Monmouth College 
Manhattan College 

Spring Hill College 
Evansville College 
International Business Machines 
De Paul University 

La Sierra College 

Price Waterhouse & Co. 
Yankton College 

Barrow, Wade, Guthrie & Co. 
Central Service Association 
Arthur Andersen & Co. 

U. S. Treasury 

Federal Power Commission 


Securities & Exchange Commission 


M. S. Kuhns & Company 
Humble Oil & Refining Co. 
Briggs Manufacturing Co. 
University of Newark 
Columbia Machine Works 


NOMINATED BY 

R. L. Dixon 

T. Lang 

C. J. Rowland 
G. Carmichael 
J. C. Lewis 

R. L. Dixon 

T. Lang 

Rowland 


. Carmichael 
. Carmichael 
. D. Kerrigan 
. D. Kerrigan 
. L. Dixon 
A. Phillips 
W. Leland 
. H. Bailey 
G. Winter 

. L. Dixon 

. Carmichael 
. L. Dixon 

. M. Ryan 
Glover 

. Carmichael 
. H. Keys 

. G. Melvoin 
L. Dixon 

. D. Kerrigan 
J. Rowland 
Talbot 

H. Allen 

. L. Dixon 
A. Phillips 
R. Safeblade 
R. Byrne 

. D. Kerrigan 
. Carroll 

. L. Dixon 
L. Martin 

. L. Dixon 
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Association Notes 


PERSONAL NOTES 


Willard N. Anderson (Valparaiso University) 
received an Arizona certificate in January. 

John T. Begley (Creighton University) has been 
appointed Secretary-Treasurer of the Nebraska 
State Board of Examiners. 

Daniel Borth, Jr. (Louisiana State University), 
Vice-President of the American Accounting As- 
sociation, now holds the rank of Major in the 
Quartermaster’s Corps. 

R. L. Boyd (University of Illinois) recently 
passed the examinations required for the public 
accountant’s license in Illinois. 

Victor Z. Brink (Columbia University) is on 
active duty as Captain in the Infantry, assigned 
to Fiscal Division, Service of Supply, Washing- 
ton, D. C. 

J. Maxwell Cadwallader (Fresno State College) 
has received a commission as Lieutenant Junior 
Grade in the Ordnance Division of the U.S. Navy. 

Walker Campbell (University of Pennsylvania) 
is in Washington working with the Office of Price 
Administration. 

William F. Crum (University of Wichita) en- 
— the army at Ft. Leavenworth, Kansas, in 

une. 

M. B. Dilley (Drake University) spent the past 
year as visiting professor of accounting at Okla- 
homa A, & M. 


F. H. Maier R. L. Dixon 

T. W. Massoth RCA Manufacturing Co., Inc. G. Carmichael 
L. H. Meyer War Department R. Cashdon 

J. K. Miller Ernst & Ernst R. L. Dixon 

R. Miller Humphrey, Robinson & Co. T. W. Leland 
E. C. Mott U. S. Treasury C. A. Phillips 
A. O'Reilly Arthur Young & Co. T. W. Leland 
W. J. Parvelec RCA Manufacturing Co., Inc. G. Carmichael 
D. B. Peter Remington Arms Co., Inc. G. G. Fullerton 
S. M. Politi Escola Livre de Sociologia e Politica R. L. Dixon 

C. C. Rafferty Bank G. G. Fullerton 
H. M. Read Basca Manufacturing Co., Inc. G. Carmichael 
P. E. Remington Mountain States Tel. & Tel. Co. G. G. Fullerton 
J. H. Rigby Office of Price Administration P. M. Green 

J. F. Schoen U. S. Treasury C. A. Phillips 
P. K. Seidman Seidman & Seidman R. B. Kester 
R. A. Sherman Sparrow, Waymouth & Co. E. W. Lightfoot 
D. Shew Private practice N. P. Bogorodsky 
R. M. Swisher Rhae M. Swisher & Co. H. D. Kerrigan 
D. W. Thompson Butler University G. Carmichael 
G. H. Triplett Loyola College J. A. Jenks 

H. C. Walling U. S. Bureau of Budget B. W. Ruffner 
B. M. Wean Central Normal College G. Carmichael 
C. Wintersea General Electric Co. R. L. Dixon 

D. B. Young Bucknell University C. E. Burgee 
C. R. Young Brooklyn College D. Lipsky 


James L. Dohr (Columbia University) during 
the coming year will be on leave from the Univer- 
sity to serve as Director of Research with the 
American Institute of Accountants. 

Taylor A. Duncan (Boston University) has 
been commissoned Lieutenant Commander in the 
U.S. N. R. Cost Inspection Department. 

Robert W. Elsasser (Tulane University) is on 
leave of absence to act as Vice-President and 
Personnel Director of the Pendleton Shipyards 
Co., Inc., of New Orleans. 

S. Paul Gazner (University of Alabama) has 
accepted appointment with the Office of Price 
Administration as Accountant for the state of 
Alabama. 

Henry Rand Hatfield delivered two lectures (on 
surplus and dividends) at the Graduate School of 
Business Administration, Harvard University, 
April 21 and 23 under the auspices of the Dickin- 
son Foundation. 

Joseph Hunt (St. Joseph’s College) has been 
granted a leave of absence to serve as Senior 
Business Economist with the Office of Price Ad- 
ministration in Washington. 

J. Hugh Jackson (Stanford Graduate School of 
Business) is author of a new introductory-ac- 
counting text, Accounting Principles, Charles R. 
Hadley Company. He is serving this year as 
Governor of the California-Nevada District of 
Kiwanis International. 
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Arthur C. Kelley (San Jose State College) has 
taken the position of Supervising Cost Account- 
ant and Auditor in the Office of Cost Inspector, 
U. S. Navy, Eleventh Naval District. He is on 
leave of absence from his college. 

Louis M. Kessler (University of Illinois) is on 
leave, serving as accountant and statistician in 
the Office of Price Administration. 

Jeremiah Lockwood (University of Pennsyl- 
vania) has recently been appointed Chairman of 
the Accounting Department of the Wharton 
School. 

Arthur N. Lorig (University of Washington) 
is teaching at the University of Texas during the 
summer session. 

George A. MacFarland (University of Penn- 
sylvania) has been made chairman of the Ad- 
visory Committee on Contacts and Placements of 
the Wharton School. 

R. K. Mautz (University of Illinois) completed 
his work for the Ph.D in accountancy in May and 
begins work with Haskins & Sells, Chicago office 
on July 1. 

Lloyd Morey and O. W. Diehl (University of 
Illinois) are co-authors of Municipal Accounting, 
John Wiley & Sons, recently published. Professor 
Morey also is a member of the Committee for 
Manual on University and College Business Or- 
ganization and Administration, representing the 
American Council on Education. 

Cecil A. Moyer (University of Illinois) passed 
the November, 1941 C.P.A. examination in IIli- 
nois. 

H. L. Newcomer (University of Illinois) is on 
leave to work with the War Production Board in 
Washington. 

Charles H. Schmidt (University of Pennsyl- 
vania) has joined the Bureau of Economic Re- 
search in New York City. 

H. T. Scovill (University of Illinois) is serving 
as Acting Dean of the College of Commerce dur- 


The Accounting Review 


ing the absence of Ddan Thompson who is acti 
as Chairman of the Committee on Adjustment 
Business to War Conditions. Professor Seca 
was recently elected Secretary-Treasurer of 
National Conference of State University Sche 
of Business. : 

Victor E. Storli (Fresno State College) is ne 
member of the Board of Directors of the oF 
nia State Society of Certified Public Accoun 
and is also a member of the Committee on E¢ 
cation. 

William Howard Taylor (University of Penns 
sylvania) is now in Washington with the Offie 
of Price Administration. 

E. L. Theiss (University of Illinois) has b 
elected President of the Decatur (Central IIlinoi 
Chapter of the National Association of Cost AG 
countants. Professor Bailey has been electé 
Secretary. 


The University of Illinois was host for the ane 
nual Down-State meeting of the Illinois Society of 
C.P.A.’s. Faculty members participating we 
R. P. Hackett, A. C. Littleton, H. T. Scovill ag 
speakers, Lloyd Morey as President of the 
ciety, and E. L. Theiss, Chairman of the Commits 
tee. 

The Ohio State University offered its Fifth 
nual Institute on Accounting at Columbus ¢ 
May 15 and 16. The speakers included Herbert F; 
Taggart, Harry E. Howell, Donald M. Russell 
and E. L. Kohler. 

Pace Institute high-scholarship students v 
awarded two $25-cash prizes and seven gold 
medals by the New York State Society of Cert 
fied Public Accountants. 

The University of Pennsylvania in May acted) 
as host for the annual Accounting Forum, ¢ 
ganized by the Pennsylvania Chapter of 
American Institute of Accountants. 
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